

































Soundly trained and thor- 
oughly equipped accountants are needed 
more today than ever before! 


Never has there been such an urgent 
demand for accountants of ability. Never have the 
opportunities for professional development, business 
advancement and patriotic service been greater or 
more numerous. 


Every young business man, every high-school grad- 
uate, every college or commercial school student, should con- 
sider these three facts :— 


1. The tremendous volume of Government business requires a 
very large number of accountants. Accountants from all over the country 
have made a splendid response and are rendering a high patriotic service. 
Many more accountants are needed by the Government. The places left 
vacant by those who have entered Government service must be filled— 
and filled quickly! 


2. The adjustment of business to high-pressure war conditions has created 
a greater necessity for accountants. The nation’s business machinery is 
geared to high speed and high volume of production, and men with sound 
technical training, keen analytic ability, and well developed constructive 
and executive faculties, are the only kind of men to drive that machinery 
at a win-the-war standard. They will be even more greatly needed to 
solve the problems of readjustment after the war. 


3. Inthe professional field of the Certified Public Accountant, the de- 
mand greatly exceeds the supply of qualified practitioners. Accountancy 
tanks with the highest professions. The work of the C. P. A. is full of in- 
terest, the remuneration is high, and there is room in the field for every 
young man who is willing to capitalize his time, invest his spare energy, 


and prepare himself for the C. P. A. examinations by studying Account- 


ancy and Commercial Law three evenings each week. 


We have told you of these opportunities. Let us tell you about our 
courses and the thorough, timely and intensive training we can give you. 
Make up your mind to enroll this fall. 


For catalogue, address ROY FRASER, Superintendent 
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Report of the President* 


Greeting you today after occupying the presidency for two 
years, I would first thank you for the splendid support you have 
accorded me and for the willingness you have almost invariably 
shown to make the institute the mouthpiece of the profession. 

I am conscious of many of my shortcomings, but your execu- 
tive committee has always been ready to sit with me and advise 
on the many perplexing questions which have arisen during the 
past twelve months. 

We have probably disappointed some members by the decisions 
made from time to time, but we have always striven to attain the 
best results for the institute at large. To those who may have felt 
that we should have seen with them on some particular matter, I 
would say that each of us has his pet hobby in accountancy and is 
prone to believe that his line of reasoning is the best; but, after 
all, the view of the many should prevail. If the consensus of 
opinion is against us we should, for the good of the profession, 
adopt the principles laid down by the majority, for surely 
uniformity of practice and strict conformity to the rules of ethics 
will find favor with the public at large and enhance the reputation 
of the individual member as well as that of the institute as a whole. 
So I would beg of you to remember that we are the pioneers of 
the profession and that the standards set by us today will either 
make or mar its future. 

The library is well established and members are availing them- 
selves of the opportunities it affords. 

Considerable advantage has been taken by the members of the 
opportunity to get advice on questions arising in their practice 
with which they are not familiar. This branch of the institute’s 





*Presented at the annual meeting of the American Institute of Accountants, 
Atlantic City, New Jersey, September 17, 1918. 
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usefulness will grow as the membership increases, especially with 
the admission of the younger members of the profession, whose 
experience, in the main, lies before them. 

During the year many members of the institute have given 
their services to the government either fully or in part, and I 
know I am voicing your wishes when I thank them in your name 
for all they have done toward bringing the war to a successful 
issue. 

Some have the proud privilege of serving in the lines in France, 
others back of the lines in France and still others in various capaci- 
ties at home, but no matter where a member of the institute is 
serving he has earned the thanks of those in authority, and over 
and over again the American Institute of Accountants has been 
thanked for the way in which the members have seen their duty 
and responded to the many calls made by the army, navy, treasury 
and various government bureaus as well as by the Red Cross, 
Y. M. C. A. and other war agencies. 

I cannot leave this subject without offering our sincere sym- 
pathy to those of our members who have made the supreme sacri- 
fice and whose sons now rest “Somewhere in France.” 

Our thanks are due to the various committees for the manner 
in which they have dealt with the matters referred to them, and 
especially to the board of examiners for the highly satisfactory 
work which it has accomplished. 

THE JOURNAL OF ACCOUNTANCY has met with continued suc- 
cess. Much of our accountancy literature will find its way into 
THE JOURNAL, and on behalf of the committee on JourNAL I beg 
the members who are of a literary turn of mind to write papers 
and articles for publication so that in course of time the library 
may contain answers to most of the questions which the members 
may ask, 

Naturally, during the war we can hardly expect the member- 
ship of the institute to be very largely augmented, but I do feel 
it my duty to say to every member that he should make it gener- 
ally known that we are desirous of having in our society all 
accountants who are practising in the United States, whether 
principals or assistants, and all we ask of them in order to become 
members, beyond their integrity of course, is that they shall have 
received a good education and can demonstrate that they have the 
knowledge and ability to practise. 
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This, of course, can only be tested by examination, and for 
associate membership only to the point where it is reasonably sure 
that the applicant has studied accountancy and kindred subjects 
and knows enough of practical accounting to assure that he can 
be trusted to undertake the ordinary routine work of an account- 
ant’s practice, while he acquires the wider knowledge of account- 
ancy which will enable him to pass the further examination neces- 
sary to become a full-fledged member. 

The institute would have it known that it is not an exclusive 
body and that it seeks to include all who desire to become mem- 
bers or associates, only putting up such safeguards as will reason- 
ably assure the financial and business world that those who are 
members or associates are men of honor and competent to prac- 
tise as public accountants, and further that they are amenable to 
the constitution and by-laws of the institute, which provide for 
proper disciplining if charges are brought and sustained on hear- 
ing. 

After the war our direct institute activities will increase, but 
until the victory is won our ever-present duty is to do everything 
in our power to attain this end. 

Many interesting subjects will be brought before you at this 
meeting, and I know you will give them due consideration. 

It is a pleasure to find the accountants working together in 
their local societies with oneness of purpose. 

My sincere thanks are due to A. P. Richardson, our very able 
secretary, for the manner in which he and his staff have conducted 
the institute’s business, and for his readiness to advise and assist 
me with the problems presented during the past year. 

W. SANpvErsS Davies, President. 

September 1, 1918. 
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The Accountants’ Bit in the American Expedi- 


tionary Forces* 
By Major C. B. Hottoway 


The secretary of the American Institute of Accountants has 
inquired as to how public accountants are “doing their bit” with 
the American expeditionary forces. This apparently simple ques- 
tion is as tricky as some of those seemingly innocent questions 
which unfeeling C.P.A. examining boards are so prone to hurl at 
their unsuspecting victims. It opens up unlimited opportunities 
for oratorical flights and Fourth of July sentiments, but unfortu- 
nately this particular accountant has his nose so intimately asso- 
ciated with the grindstone that he has very little time or energy 
left for indulging the literary muse. 

In the course of my pilgrim’s progress from the accounts and 
contracts section of the office of the chief engineer A. E. F., to the 
direction of the bureau of accounts of the American E. F., 
attached to the general purchasing agent, I have had occasion to 
seek and come in touch with sundry public and business account- 
ants engaged in various functions, and I believe that the question 
as to what accountants are doing in the American E. F. can best 
be answered by “a little of everything.” 

A large proportion has gone into the combatant end and so 
looks down with pity and contumely upon us less fortunate indi- 
viduals in the services of supply. Many are engaged in financial, 
accounting and adjustment matters within the respective depart- 
ments, and a surprisingly large per cent. is making good in supply, 
transportation and construction matters for which they had no 
previous technical training. The outstanding (if not surprising) 
fact is the facility with which they have adjusted themselves to 
any position to which they have been assigned, regardless of previ- 
ous experience, and the almost uniform success with which they 
have met. In pondering the matter over, it would appear, after 
all, only a logical conclusion, in the light of the variety of experi- 
ences and emergencies which the profession faces daily in civil 
life through the very nature of its work and the scope of its 
activities. 





*Passed by censor. Read at the annual meeting of the American Institute of 
Accountants, Atlantic City, New Jersey, September 17, 1918. 
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While the quantity of qualified public or business accounting 
personnel in the American E. F. is not considerable, yet it would 
be impossible to digest into one brief article the variety of func- 
tions engaging the attention of this personnel. The profession is 
being used primarily by the respective departments in connection 
with accounts and finance, but very valuable work has been done 
in many instances in connection with organization and particularly 
with office and supply systems. 

In February I was delegated to make investigations and recom- 
mendations relative to the organization of a central bureau of 
accounts of the American expeditionary forces, with the result 
that in the latter part of March the bureau of accounts, attached 
to the office of the general purchasing agent, was established by 
general order. 

Some of the more important functions of the bureau of 
accounts are as follows: (a) responsibility for keeping a consoli- 
dated record of the accounts of the United States in Europe; (b) 
information and statistics with respect to claims, contracts, 
arrangements for replacements and obligations both against and in 
favor of the United States; (c) information and statistics with 
respect to the cost of facilities or improvements laid down by the 
United States in Europe; (d) methods of money and property 
accounting; (e) uniformity and standardization of accounting 
methods, forms and procedures affecting more than one depart- 
ment or service of the American E. F. and affecting relations with 
allied governments, treasury officials, etc. 

As will be seen from the above, this is rather a large order, 
not the least important part of which has been the preparation of 
forms and systems for receipting, billing and accounting with 
allied governments. The work of the bureau has carried its rep- 
resentatives over the face of France, from the front lines to the 
ports. At present there are in the American E. F. three control 
bureaus, etc., having to do with finance, accounting and legal 
matters, of which two are under the immediate direction of public 
accountants. As a result of his excellent work as chief assistant 
of the bureau of accounts, Captain R. Ives, engineers R. C., of 
Lovejoy, Mather, Hough & Stagg, New York, has been made 
financial requisition officer of the American expeditionary forces. 

We over here are very grateful to the American Institute for 
its assistance in selecting accountants to be commissioned and for 
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its interest in our progress and welfare. The need of qualified 
technical accountants is being recognized more fully as the war 
progresses, and although accounting is not the most popular work 
in the service, at least it is necessary, and the members of the 
profession over here have already proved both their ability to 
render it of current, constructive value and their adaptability to 
wholly new and different lines of endeavor. The “proof of the 
pudding” has been convincingly, distressingly and amusingly 
brought home to me in my sundry attempts to blast loose from 
the respective departments certain public accountants who were 
needed for the bureau of accounts. Such attempts made me just 
about as popular as a patch of poison ivy at a Sunday-school 
picnic. 

Emergency operations over here require us constantly to work 
with one eye on the immediate needs and the other on the future. 
One must needs become an agile mental contortionist, but up to the 
present we have avoided becoming permanently cross-eyed from 
these intellectual gymnastics. In all the variety of experiences 
and working conditions which a member of the profession could 
face in one civilian business life-time, I think there could hardly 
be comprised as many phases and emergencies, as many problems 
of operating conditions and personal contact, and as great exigen- 
cies of time and personnel as the operations of this colossal war 
organization bring to the fore constantly. Experience in the 
American E. F. in relation to civilian life can aptly be contrasted 
by a comparison of the intensive cultivation of this beautiful and 
miniature France with the wholesale cultivation of our own glori- 
ous, extravagant country. 

This article started out to be an exposition of what public 
accountants are doing in the American expeditionary forces, but 
seems to have resulted in a rambling dissertation on “shoes and 
ships and sealing wax.” At some later date when I have more 
time (“and there ain’t no such animal” in the American E. F.) I 
will try to send you some short articles on the more distinctive 
and individual phases of the work of accountants over here. Mean- 
time it will be of interest to learn that the technical public account- 
ant has received some share of recognition as such in the stupen- 
dous operations here at the scene of action. 





An Examiner's Impressions* 
By Joun P. Arcuer, C.P.A. 


Reviewing the results of the several examinations during the 
past eighteen months, from a comparative standpoint, it is grati- 
fying to note the general improvement in the answers to the ques- 
tions in auditing and commercial law, also to those in accounting 
theory and practice, parts I and II, other than the problems. 
There has evidently been a studious application to sundry and 
various text-books and a commendable attention to instructors. 
The stumbling-block to many candidates, however, continues to be 
the problems in practical accounting, and the indication is that 
few candidates have had experience in the offices of public account- 
ants. Doubtless, good use is made by the students of the solu- 
tions to problems appearing in THE JOURNAL OF ACCOUNTANCY. 
These solutions are particularly good and should be of material 
assistance, but do not appear to be altogether sufficient for the 
requirements of the institute in this particular. 

From a careful inspection of the working papers it is quite 
noticeable how many candidates rush at the problems without a 
proper preliminary contemplation thereof, with the result that 
they find themselves in difficulty at the expiration of the first half 
of the time allotted and finish the paper in an indifferent and care- 
less manner. Others fail to do themselves justice because of an 
apprehensiveness, amounting to fear, that the certain requirements 
will not be fulfilled in the time provided. A deliberate careful 
contemplation of the questions at the outset and a thorough grasp 
of the exact requirements before any attempt is made to answer 
would prevent many a regretful moment after and there would be 
little necessity for the waste of stationery exhibited in several 
instances. 

On many papers in auditing and commercial law there was 
shown an evident desire on the part of the candidate to write as 
much as possible on some subject with which he was quite familiar, 
and this frequently resulted in the introduction of an amount of 
extraneous matter which could well be dispensed with. On the 
other hand, answers to the same question were given which, 





*A paper read at the annual meeting of the American Institute of Accountants, 
Atlantic City, New Jersey, September 18, 1918. 
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although good, were entirely too brief and curt. It is, of course, r 
difficult to regulate the length and extent of an answer, but it was 

most marked that answers to the same question ranged from a 

quarter of a page to a page and a quarter and usually the quarter- 

page effort embodied a more direct, explicit and therefore accepta- 

ble answer to the question than the lengthy one. 

Often, too little attention is given to penmanship, orthography, 
neatness and grammatical expression. Speed is commendable, 
accuracy essential, but even with these two important qualifica- 
tions the paper is at a decided disadvantage if the writing be 
indistinct and difficult to decipher, figures badly formed and out 
of alignment, spelling incorrect and the work generally untidy. 

The examiner’s work is arduous enough without being com- 
pelled to spend unnecessary time in attempting to ascertain what 
it is the intention of the candidate to express. In such cases he 
may be excused for becoming a trifle impatient and perhaps 
depriving the candidate of a few marks to which he would other- 
wise be entitled. The candidate should bear in mind that, if what 
he is striving for is accomplished, his reports and statements will 
at some future time reach the report department for review and 
typing, and much will depend upon the neatness and expression 
of his papers, especially if—as sometimes happens—reports and 
statements have to be prepared for presentation to clients at short 
notice. 

Occasionally, one meets with a slight variation from the gen- 
erally stereotyped method or form of answer which tends to 
relieve the monotony of matters for the examiner, although it is 
questionable whether attempts at intentional humor should be 
indulged. These, however, may be excused, but angry and petu- 
lant comments should not be made on any account. On some few 
occasions such have appeared, but usually, it is only fair to say, 
upon papers which compared most unfavorably with those of suc- 
cessful candidates. 

One peculiar instance is recalled of a set of papers received 
from one provincial town where, during the examination, a some- 
what disturbing incident occurred. The candidate who presented 
the worst paper was loud in comment, while he who presented the 
best paper made no mention of the matter. 

One or two rather unique phrases from recent answers may 
here be quoted. 
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A reply (in part) to the question as to the “extent of an 
auditor’s responsibility in respect to the classification of assets and 
liabilities on a balance-sheet to which he certified” read “The 
auditor may be called a watch-dog but he is certainly not a blood- 
hound.” 

Another would “quicken his awareness” if the “system of the 
concern under audit was defective as to internal check.” 

Another replying as to how he would proceed if the accounts 
of a corporation were in his judgment incorrect and he was unable 
to induce the officers to make changes imperatively called for, etc., 
“would look to the directors to work out his troubles with him.” 
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Accountants and the Food Administration* 
By Herspert G. STOCKWELL, C.P.A. 


I am of the opinion that every member of the American Insti- 
tute of Accountants will voluntarily fix or will have to fix his 
private practice at the absolute minimum and the contribution of 
his services at the absolute maximum in an effort to win this war. 
I think that after the next six months we shall see a different 
condition than now prevails. I think that business then will 
become more nearly normal; but during the next six months we 
should look about us to discover some way by which our particular 
services may constitute a punch toward the closing up of the war 
business and the resumption of the country’s normal activities. 

Of all the various services called for from accountants in aid 
of our national government in its prosecution of the war, there is 
none more intricate and with greater possibilities for future as 
well as present benefit to the American people than that offered by 
the United States food administration. The officers at Washing- 
ton are organizing in every state a division of the food administra- 
tion comparable to what in the Pennsylvania organization we call 
the “division of auditing.” I was urgently invited to organize 
this division, and am, therefore, in a position to know something 
about its condition, purposes, accomplishments and hopes. We 
are authorized to employ a staff of paid accountants, the compen- 
sation being measured by the value of the service rendered. 

The basic idea of the service to be performed by the auditing 
division is that its traveling auditors are better equipped than any 
other officers or assistants in the administration to ascertain facts 
from the books of concerns against which complaints have been 
lodged. Founded on that basis, the service is further extended 
to the examination of accounts of concerns at unexpected visits, 
under a plan somewhat similar to that of national bank examiners’ 
visits to national banking institutions; but beyond these primary 
purposes, there is a deeper economic and social service which 
accountants may render in two directions: 





“A paper read at the annual meeting of the American Institute of Accountants, 
Atlantic City, New Jersey, September 17, 1918. 
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First, we are making an effort to determine what are fair mar- 
gins of profit for the various classes of business men who handle 
foods, from the farmer to the consumer, taking into consideration 
present expenses of all kinds, as compared with those existing 
prior to the war. 

Second, there is the educational side, the part which the divi- 
sion of auditing plays being the instruction of the various classes 
of food manufacturers and merchants in methods of bookkeeping, 
where such methods or lack of methods create conditions wherein 
it is impossible for the proprietor himself to determine where he 
stands in relation to himself, his creditors, his customers or his 
country. In this effort, it is not intended, nor would it be desira- 
ble for the division, to prepare complete bookkeeping systems for 
each or any of the various classes of food handlers. 

It is among those, such as, for example, the retail grocer who 
is usually known as the corner grocer, that simple instruction is 
helpful. From tests made and from information obtained we know 
that most retail grocers keep no books whatever and have no infor- 
mation regarding their business facts as expressed in assets and 
liabilities, sales for any given period, purchases, inventory, gross 
profits, expenses and net profit. 

The far reaching importance of improvements among corner 
grocers will be seen when it is recognized that the corner grocer 
is to many people the first contact they have with business princi- 
ples. If the corner grocer is slovenly, tricky, inaccurate in his 
accounts and his business relations with the consumer, the effect 
is far different from what it would be if he, the pioneer of business 
so far as many consumers are concerned, represented good busi- 
ness principles and good accounting, even though expressed in the 
simplest terms. 

On the other hand, the corner grocer, if accurate in simple 
accounting methods, improves his position toward the wholesaler, 
the banker and the manufacturer. In other words, a better tone 
all the way through the business fabric may be created by the 
installation of simple bookkeeping methods among this class of 
business men. 

Every state has a federal food administrator, under direct 
authority and in close association with Mr. Hoover. Many of 
the state administrators, I have no doubt, would welcome the 
services of the members of our institute. In the food administra- 
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tion the division of auditing becomes important because so many 
things hinge upon the information possessed by the accountant 
as to general business facts and conditions prior to any individual 
examination and the trustworthiness of his conservative work 
after examination. These tend to create respect for the auditor 
by his associates in the administration. In other words, every 
member of this institute who becomes head of the division of 
auditing in his own state can create for himself, in the service of 
his country, a position in which he will be welcome as an associate, 
rather than a mere auditor or employee. 

If he can manage his business so that a sufficient amount of 
time may be given to the food administration voluntarily and with- 
out compensation, the accountant will feel an ever-growing interest 
in his work, and that work is extremely important, because during 
the next six months, with the increasing number of men going to 
the front, and with increasing demands of the allies for food, 
every effort must be put forth for food conservation and for the 
elimination of profiteering. 
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Governmental Sinking Funds, Serial Bonds and 


Depreciation Reserves* 
By Harvey S. Cuase, C.P.A. 


Some months ago a friendly invitation came to me in Boston 
from your president requesting me to prepare a paper on an 
accounting subject for this convention. In accepting this kindly 
invitation I chose the title of this address for the reason that I had 
intended for some time to write out conclusions reached by experi- 
ence in reorganizing governmental accounting methods in various 
cities and states, as well as in departments of the United States 
government. This experience has extended over some twenty 
years, and, naturally, has embraced many sides and types of gov- 
ernmental accounts, only a small part of which can be condensed 
into a paper suitable to present to a convention of accountants. 

I will, therefore, confine my address mainly to a few illus- 
trations and explanations with the hope that many questions and 
comments may be brought out in discussion afterward. For this 
reason I have made the paper short, although there are many 
other equally interesting problems which I should have been glad 
to have referred to in it. 

To come to my point at once, I will take for granted that we 
do not need, in this audience, to define either “sinking fund” or 
“serial bond,” for these, I believe, have meanings which are 
almost universally accepted. “Depreciation,” however, is a term 
which includes so many different interpretations that I must be 
more careful in my use of it, and must explain as clearly as pos- 
sible what my application of it includes. 

Some years ago (in 1911) I was retained by the governor of 
the commonwealth of Massachusetts to investigate the financial 
departments of the state government and to report to him and to 
the legislature concerning the accuracy and sufficiency of the 
accounting methods then in use. A series of reports resulted 
concerning one department after another, in much the fashion in 
which I had previously reported to the mayor of Boston upon 
that city’s financial affairs during previous years. 





*An address before the Dominion Association of Chartered Accountants, at Mon- 
treal, Quebec, September, 1918. 


253 








The Journal of Accountancy 


It has happened that my practice as a professional accountant 
has had largely to do with public matters, including public service 
utilities and municipal industries. I had necessarily made a 
thorough study of depreciation, having been retained in a number 
of important cases of litigation as expert witness. These cases 
related to questions at issue between municipal governments and 
public service companies, such as the Boston Consolidated Gas 
case, the Holyoke Water case, the Haverhill Gas case, the Nor- 
wich Gas case, etc. All of these cases bore directly upon ques- 
tions of depreciation. 

In the investigation of the department of the treasurer and 
receiver-general of Massachusetts, a controversy arose concerning 
the condition of the sinking funds of the state, and hearings were 
held by the joint committee on ways and means of the legislature 
(general court, so-called) at which I was called upon to testify. 

Much of the testimony related to the methods then in vogue 
for calculating sinking funds. I had found then, as I have fre- 
quently found before and since, that the actual increments to the 
various sinking funds did not follow the estimated increments and 
that year by year these funds were in deficiency or else in excess 
of the true accretions. In the nature of things this must be so. 
The earnings of investments can never be prophesied accurately 
in advance over twenty years, or forty years, and for this and 
other reasons no sinking fund which I have investigated has been 
correctly built up in practice. 

In order to do away with these inaccuracies as well as the 
dangers of fraud or loss in sinking fund transactions, it has now 
become the established practice in the states to handle new issues 
of bonds for governmental purposes as serial bonds, without 
sinking funds. 

One of the questions which I wish particularly to bring to 
your attention in this paper relates to an alternative method for 
issuing sinking fund bonds which eliminates most of the inaccu- 
racy and mystery and danger which are so frequently associated 
with sinking funds when handled in the old manner. This method 
includes annual payments into a fund which is kept separate and 
intact for the purpose of accumulating sufficient money to liqui- 
date at maturity the bonds secured by the sinking fund. The 
annual payments, however, are calculated without reference to 
the earnings of the investments in the fund; they are equal por- 
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tions of the bond issue according only to the number of years 
the bonds are to run. For instance, taking an issue of a million 
dollars of bonds to run forty years, the payment into the sinking 
fund each year of the forty years would be twenty-five thousand 
dollars, viz. : $25,000.00 « 40 = $1,000,000.00. 

This is of course simplicity itself—so far. It corresponds 
exactly with the annual payment of a portion of a serial bond 
issue. which might be identical with the above, viz.: maturity of 
$25,000.00 of bonds each year for forty years. Your question 
naturally arises now, “What is done with the interest upon the 
investment of the money in the sinking fund?” The answer is 
equally simple: This interest income is used to pay—so far as 
it goes—the interest outgo on the bonds themselves. That is to 
say, the interest earned the first year is not added to the sinking 
fund, but is deposited in banks to meet in part the payment of 
the first coupons on the bonds—for the first interest period—the 
remainder of the coupons being met by general or specific appro- 
priations for interest according to the usual practice. For the 
second year the interest earned is similarly used, and so on for 
each year the bonds run. 

This is sound as a financial proposition, for interest earned 
is used to pay interest due, while the annual appropriations for 
meeting the principal at maturity are regular and equal each year. 
Moreover this appropriation for the fund is easily computed and 
cannot be forgotten or misappropriated without immediate evi- 
dence of such a fact becoming known to the most muddle-headed 
councilman or citizen. 

Up to this point the elements of the problem are simple enough, 
but now come somewhat more intricate considerations. It is 
evident that so far as the payments of principal go, each year of 
the life of the bonds lays an equal tribute upon the taxpayers; no 
more in one year than another—perfectly fair to the taxpayers 
of all the years. When we consider the interest payments, how- 
ever, it is apparent that the earnings on the investments in the 
sinking fund during the first year will be only one-fortieth as 
much (or thereabouts) as the earnings on the investments in the 
fund during the last year of the series. Inasmuch as the tax- 
payers are required to provide for the interest outgo . ot met by 
the interest income, the burden upon the taxpayers for this differ- 
ence of interest will be heavy in the early years and grow lighter 


255 








The Journal of Accountancy 


each year as the series progresses—as the sinking fund invest- 
ments grow larger and as the interest thereon (income) increases 
year by year. 

The interest payments, therefore, by this plan would be un- 
fairly thrown upon the taxpayers of the earlier years. In this 
fact the method suggested corresponds almost exactly with the 
conditions surrounding actual serial bond issues at present. For 
instance, the following chart (C—figure I) exhibits an issue of 
$2,000,000.00 31%4% serial bonds, running twenty years, 
$100,000.00 of which mature each year. The interest required 
upon the bonds outstanding decreases from $70,000.00 for the 
first year to $3,500.00 for the last year. The total requirement 
from the taxpayers for this issue varies, therefore, from 
$170,000.00 for the first year (including the serial maturity) to 
$103,500.00 for the last year, which is an unfair load upon the 
early years taxpayers and a lightening of the burden upon the 
later years taxpayers. 
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Figure II of chart C exhibits in contrast a method of equal- 
izing the total requirements for capital repayments plus interest 
payments. By reducing the amounts of serial bonds which 
mature annually in the early years and correspondingly increasing 
the amounts which mature annually in the latter half of the 
period, an equalization of total tax requirements can be brought 
about as shown clearly in figure II. In this way the first half of 
the period supplies an increasing total requirement from about 
3%4% of the total issue, maturing the first year, to about 5% 
maturing the eleventh year and to about 6.8% in the twentieth 
year. Meanwhile, the interest requirements decrease from 
$70,000.00 the first year to about $4,750.00 during the last year, 
the average total requirement annually during the whole period 
being about $140,700.00. 

It will be noted by comparing the totals of figure I with those 
of figure II that there is a difference, amounting to $79,440.00, in 
the grand total costs, apparently in favor of the figure I method 
over figure II. This advantage is, however, superficial only. It 
is not actual, for the reason that the taxpayers who furnish the 
money by the first method are obliged to furnish more money 
during the early years; therefore their bank accounts, or invest- 
ment capacities, are diminished and they lose interest over the 
whole period exactly equal to the difference shown, provided the 
interest rate on these lost investments be figured at the same rate 
as the bonds bear, viz.: 314%. If, on the contrary, such interest 
earnings—as they are likely to be in ordinarily good business— 
would be greater than 34%4%, then the apparent loss would be 
transferred from figure II method to figure I method. 

This explanation leads me to an emphasis upon a fallacy 
frequently met with by accountants in eulogies of serial bonds by 
promoters and others wherein it is stated that by using the serial 
bond method immense savings of interest are obtained to the 
government issuing the bonds over what would be required if a 
sinking fund method were used. This argument is entirely falla- 
cious. If it were true it would be equivalent to the boot-strap- 
pull theory of lifting oneself. That it is unsound is evident when 
one thinks out the matter to clear conclusions. Whatever saving 
of interest there may be to a government corporation as such, 
i. €., @ municipal corporation or a state government or a national 
government, there will be at least the same shrinkage of interest 
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in the shape of capital earnings lost to the individual citizens who 
pay the taxes to that government corporation or division. 

There will be no gain to the taxed body of citizens as a whole 
by savings of interest from the use of serial bonds instead of 
sinking fund bonds; but there are many other and extremely 
important gains which are sufficient to justify the use of serials 
in place of sinking funds wherever the law permits it. These 
gains are in the line of simplicity, of accuracy, of loss of all 
mystifying elements, of less danger—much less danger—of actual 
pecuniary loss through fraud or ignorance and in various other 
ways. Therefore, other things being equal, it is well to urge 
serials over sinking funds at nearly all times and in nearly all 
conditions of governmental financing, provided that such bonds 
are issued by the method shown in figure II of chart C and not by 
the method of figure I. 

The question will naturally arise in your minds, “Why is not 
figure I just as good as figure II, if the interest problem is exactly 
equivalent when we consider the taxpaying bodies as a whole 
and take into consideration the individual loss or gain of their 
capital earnings?” The answer to this question necessarily is, 
that the taxpayers at the beginning of a twenty or thirty or forty- 
year period will be different individuals from the taxpayers at the 
end of such a period, and that it would be unfair and unsound 
to load the first taxpayers heavily and correspondingly diminish 
the burdens of the last taxpayers by big interest payments in the 
early years and light interest payments in the later years as is 
done at present in the majority of serial bond issues. It is evident, 
I think, that the procedure in the case of serial bonds should be 
materially modified as illustrated in my figure II in order to 
become thoroughly sound and entirely fair to all taxpayers in the 
series of years for which the bonds will run. 

As an illustration of the contrast between sinking funds which 
are handled by the old method and similar funds handled by the 
new method here described, I submit chart A and chart B, which 
exhibit the actual increments of one of the Massachusetts sinking 
funds covering the period of fourteen years from 1897 to 1910, 
inclusive. The contrast between figure I of this chart and figure 
II is striking. 

Chart B exhibits the same sinking fund with its varying incre- 
ments during the same period by graphic lines. This chart makes 
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it evident that the sinking fund commissioners endeavored to 

keep the fund growing evenly by reducing or increasing the 
annual appropriations which varied from $2,556.00 to $5,250.00; 
while earnings and miscellaneous receipts of the fund varied from 
$1,932.00 a year to $10,775.00. 

The Massachusetts sinking funds have always been exception- 


ally well handled and have been one of the points of honor of 
the commonwealth’s conscience ; therefore the variations exhibited 
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should be laid to faults of the sinking fund system, as such, under 
the old methods and not to faults of supervision by the managers 
of these funds. 





DEPRECIATION RESERVES FOR GOVERNMENTAL PURPOSES 


The second feature of this address I wish also to make as 
brief as practicable, although the intricacies of my subject will 
necessitate only a partial exposition of it. 

The relationships between depreciation reserves and sinking 
funds are often misunderstood by the layman and not infre- 
quently by the public accountant. Strictly speaking, there are no 
real relationships. They are actually entirely separate and 
distinct subjects and should not be related in accounting pro- 
cedure, except as described below. 

Sinking funds have to do with the repayments of borrowed 
capital. Depreciation reserves have to do with the keeping of 
assets intact, irrespective of the method by which the capital was 
provided for purchasing or constructing those assets. 

While both relate to capital, as we see, sinking funds are 
always asset-offsets to liabilities on the contra side of the balance- 
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sheet, while depreciation reserves are always liability-offsets to 
assets on the other side of the balance-sheet. Both are offsets 
and therefore similar as far as that goes, but each is for a dia- 
metrically opposite purpose. 


It should be evident to all accountants that depreciation of 
capital assets goes on continually in fact, whether or not such 
depreciation be recognized in the books of account. In every plant 
a day comes when depreciation must be provided for, out of 
reserves built up regularly from earnings or by assessments upon 
stockholders or by issuance of new capital stock or bonds with 
the proceeds of which to make good the worn out equipment and 
plant. Depreciation can never be escaped—it will take its toll 
in due time. The only question is, shall it be provided for cor- 
rectly by annual reservations of profit separately set up aside from 
surplus, or shall it be permitted, as is so often the case, to run to 
seed without scientific provision at all and left for the subsequent 
unfortunate stockholders to provide for as best they may? 


Depreciation reserves in governmental accounting are as 
necessary as in any other accounts, but owing to their intricacy 
and difficulty they are infrequently attempted and when attempted 
are usually unsuccessful. Only when the governmental account- 
ant is thoroughly trained in such accounts and is maintained in 
office for a long time—many years—can there be success in such 
classes of governmental accounts. Therefore, owing to these 
complications, depreciation reserves are seldom met with in such 
accounts. 

After experimenting with all kinds of accounts and all kinds 
of accountants in governmental service, I have frequently taken 
refuge in elemental simplicity as the only hope for municipalities. 
The moment the average government accountant in the states 
takes a hand in making alleged scientific reserves for depreciation 
he gets in at once over his head, and as he hasn’t learned to swim 
in that current, he promptly asphyxiates and his “reserves” float 
down upon the stream hodge-podge—flotsam and jetsam, nothing 
else! 

I have been utterly discouraged time and again, as many of 
you must have been, and have finally come to recommend 
elemental simplicity as the only safe and sound way of handling 
such accounts in the great majority of municipalities. I will 
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content myself, therefore, for the purposes of this address, by 
setting forth as clearly as possible what I mean by elemental 
simplicity in such accounts. 

In the first place many if not most municipal accounts in the 
United States have no true balance-sheets, no correct series of 
fixed asset accounts and of course no corresponding depreciation 
accounts. In municipal industries—water-works, electric works, 
street railways, etc.—such accounts are sometimes attempted and 
it is only through these classes of undertakings that we may hope 
for success enough to lead to extension of such good methods to 
the ordinary classes of municipal fixed assets, such as buildings, 
equipments, sewers, parks, streets, etc., etc. At present such 
applications are, as I say, hopeless. They are even dangerous to 
attempt as they will surely lead to utterly mistaken statements of 
account when incorrectly applied. 

My elementary simple method, then, is this: on the municipal 
balance-sheet make an absolutely separate division of fixed assets 
values from current assets values. Have in fact always a “double- 
account balance-sheet” with separate balancing surpluses. Have 
the upper part current assets and current liabilities with a current 
surplus—grand totals in balance. Have an under part fixed (or 
capital) assets and capital liabilities, with a balancing capital 
surplus (or “City of Blank account’) which is strictly a balancing 
account only, not an available surplus in any sense of the word. 
This is the first fundamental requirement. 

Next, see that the values of the fixed assets are set forth at 
cost, if cost be obtainable—all at cost, not depreciated. If cost 
is unobtainable, which is frequently the case, then start the new 
accounts at appraised values at the date in question but eliminate 
depreciation accounts in connection therewith. That is to say, 
the left side of the capital balance-sheet (in American fashion) 
will exhibit the cost values—or original appraised values if costs 
cannot be obtained—of the various classes of fixed assets. 

Now comes my suggestion, made in the interest of ultimate 
simplicity and at the same time of accuracy and intelligibility of 
the statement. On the right hand (liability) side set up con- 
trasted figures of each of the classes of assets based upon annual 
estimates of the present values for municipal purposes of these 
various properties. These estimated valuations will then be con- 
trasted with the costs of these properties continually, and the 
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estimated appreciation or depreciation of the properties will be 
evident to the most mediocre intellect. Moreover, as the left 
side represents costs and the right side represents present esti- 
mated values, the latter may change with the changing opinions 
of succeeding administrations without danger to the fundamental 
accounts, as these changes in appraised values from year to year 
are reflected only in an appreciation and depreciation account, 
which acts as the balancing account at the bottom of the state- 
ment on the right side (liability side). This account is plus if 
the total estimated values above are less than costs, and minus 
if the estimated values above are greater than costs. 

It may of course be frankly stated that this proposal smacks 
of despair rather than of hope for depreciation accounts in muni- 
cipalities, and this may well be considered so for the moment. 
Criticism is also well taken that such a statement upsets the estab- 
lished relations and purposes of a capital balance-sheet, viz.: the 
contrast of capital liabilities with capital assets. To answer this 
criticism I must point out, as shown in chart D below, that a dis- 
tinction is made in the capital division of the total balance-sheet 
between bonded or mortgaged or other relatively fixed liabilities 
and the fixed assets described above. The bond (and similar) 
liabilities occupy a separate division of the capital balance-sheet, 
offset in this division by the values of sinking funds already 
raised to provide for them—if there are such—and with a balanc- 
ing account of their own, “net bonded debt” or similar title, to 
ofiset the difference between the two sides, the grand totals 
making a true balance in this subdivision. Down below comes the 
contrast between the cost values and the estimated present values 
of the fixed assets as a separate division of the balance-sheet by 
itself, as described above. 
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Chart D 


Pro ForMA BALANCE-SHEET OF A MUNICIPALITY 


City or LYNN 


City Auditor’s Balance-sheet 
June 30, 1918 


Current Accounts 


Asset and Deficiency Accounts 


ash: 
In banks and offices..... $59,188.19 
Accounts receivable: 
a Pere 211,032.38 
Street sprinkling, 1917... 2,784.60 
Moth extermination, 1917. 124.66 
DEE. TREE . sncdcanscce 1,710.89 
Sidewalks, 1917 ......... 2,859.66 
Sewer assessments, unap- 
DE Sinseddceees 
Sidewalk assessments, un- 
apportioned ..........+. ere 
ae ita inte eh. di 13,481.66 
Tax possessions ......... 1,950.88 
Apportioned sewer as- 
DEE §=Seaceccccecse 11,426.28 
Apportioned sidewalk as- 
CE sea wiaandee 15,349.76 
Departmental bills receivable: 
eneral departments .... 17,865.20 
Commonwealth of Massa- 
chusetts: 
State aid ....$42,210.72 
Military aid.. 1,952.00 
Soldiers’ burials, 
1,950.00 46,112.72 
Water accounts ......... 2,487.55 


Total available assets $386,374.43 
Estimated collections, 1918: 


-  ¢ eee 1,740,508.12 
Taxes, 1918 (outlay).... 23,010.00 
Miscellaneous revenue, 1918 

(estimated collectible) .. 316,419.46 


: ' $2,466,312.01 

Current deficiency (if appro- 
priations are fully ex- 
DET ~¢6steeenseekees 18,002.36 

e +++ $2,484,314.37 


—_____— 


Totals (current) 





Liability and Reserve Accounts 


Current debts: 
Temporary revenue loans. $1,345,000.00 


Appropriation balances..... 1,094,649.55 
Overlays: 
Reserved for abatements, 
DY dabevekneeessnees 6,702.38 
Premiums: 
Serial bonds 
“=e S.. 
Serial bonds 
(water) ....... —— e 
Reserves: 
Real estate sales ........ 380.61 
Excess receipts from sale 
of tax possessions...... 279.24 
Sewers apportionments 
(revenue, 1918 to 1926) 11,426.28 
Sidewalk apportionments 
(revenue, 1918 to 1927) 15,349.76 
Water revenue ......... 2,487.55 
State income tax, 1917... 7,764.00 
ae TOMRA, GOR. ccccccese 275.00 
Totals (current) .... $2,484,314.37 
a 
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Capital Accounts 


INDEBTEDNESS 
Sinking funds: (cash and securities) Bonded debt: 
For bonds within debt Bonds within the statutory 
DE b4sssaensaaneunns $307,052.89 debt limit, 
For bonds outside debt With sinking funds.... $592,800.00 
DM ssencedasanesece 295,800.11 Serial bonds.......... 1,696,900.00 
For water bonds ........ 863,399.15 Bonds outside the statu- 
—_ tory debt limit, 
$1,466,252.15 With sinking funds.... 473,500.00 
Bettel DOMES oc ccccces 606,300.00 
Water bonds, 
Net bonded debt With sinking funds.... 1,420,000.00 
(balancing account) .... 4,064,247.85 Serial bonds ......... 741,000.00 
$5,530,500.00 $5,530,500.00 








FIXED ASSETS 


Values at Costs Values at present estimates 
(Pro forma figures only) _, (Pro forma figures only) 
Municipal lands (1)....... $2,757,623.00 | Municipal lands (1) ...... $4,237,840.00 
Municipal buildings ....... 8,626,700.00 | Municipal buildings ...... 6,272,700.00 
Municipal equipments .... 3,184,525.00 | Municipal equipments ..... 2,732,390.00 
eRe ere a Oa 5,400,000.00 
DEE iketiiwiondescunecuwn FS TS SC. ear err 4,600,000.00 
BED. ncsnceces desishinik iene Pe eT rene 10,800,000.00 
Etc., ete. Etc., etc. 

es _ $34,042,930.00 

“Appreciation and deprecia- 

tion account” (surplus, 
CNIS seccccacnsecuce 6,340,782.00 
TE .ctbcccncmne $27,702,148.00 Met ates: icccsssad $27,702,148.00 








(1) Lands occupied by buildings, etc., not parks or streets, 


Subsequent divisions of the balance-sheet cover trust funds 
and trust accounts, etc., also municipal industries’ assets and 
liabilities, if handled as separate businesses. 

In the balance-sheet exhibited—chart D—the current figures 
are actual, being taken from the monthly statement of the city 
auditor of Lynn, Massachusetts. The capital figures for indebt- 
edness are also actual, but the fixed assets’ figures are pro forma, 
having been written in by the author merely as illustrations. 

It should be explained that the figures for lands, buildings, 
etc., are supposed to be consolidated and to be supported by 
innumerable aggregates and balances in subsidiary real estate 
and fixed assets’ ledgers wherein all details both of costs and of 
present estimates are kept. It is further explained that municipal 
industries—separate businesses—should be separately stated on 
the gross balance-sheet with actual fixed assets and liabilities and 
actual depreciation reserve accounts, wherever such accounts are 
regularly and correctly kept. 
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As a final record for this regrettably incomplete paper, I quote 
the definition of depreciation given by the United States census, 
division of municipal statistics, etc., as follows: 

“DEPRECIATION: Depreciation is a general designation 
of the gradual diminution in value which is caused by wear, 
decay, displacement or obsolescence in the value of buildings and 
equipment and of the sudden diminution which results from fire 
or other destructive forces. It is never actually or relatively the 
same for any two establishments, even of the same industry. For 
this reason it is impossible to frame concise, general rules for 
making allowances for depreciation which will not in their appli- 
cation be attended with a large margin of possible error. To use 
such rules without causing errors, those employing them must 
have for each individual establishment exact data based upon 
inspection, showing how far and in what respects its actual depre- 
ciation differs from that of the average establishment of its class.” 

I also quote from a previously published pamphlet my own 
remarks relating to depreciation reserves in public service com- 
panies, etc. ; 

“Much experience under the conditions in which public 
service corporations are acting in most municipalities convinces 
the writer that it is fundamentally necessary that questions of 
depreciation should be carefully considered, accurately worked 
out, and regularly entered upon the books of all such corpora- 
tions. This being the case in private works, it is also necessary 
that municipally managed public services should have similar 
accounts. The reason in both cases is the same, viz., in order that 
fair rates may be established, that is, rates which will be just to 
the consumers and also fair to the plant. Such rates cannot be 
just unless full allowances shall have been made for deteriora- 
tion of the plant or, in other words, for the capital losses which 
arise from depreciation. Such losses must be provided from 
income or otherwise they will require new capital. Therefore, 
they should be handled in the accounts as regular charges against 
income. This is most forcibly true in all plants which have to do 
with electricity, for in such plants depreciation during past years 
has been rapid, and changes in the art have frequently demanded 
that machinery should be scrapped even though the machines 
themselves might be in excellent physical condition. Electric 
street railway companies, electric lighting companies and tele- 
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phone companies are fast coming to see the necessity for proper 
and complete provisions for depreciation. Gas companies are 
next in importance in this particular, while water-works may be 
considered last. It must be noted that it is frequently the fact 
that appreciation in the general value of any water-works, due 
to increase of population in its territory, may offset in great part, 
and sometimes may even exceed, the losses by depreciation which 
occur during a given period. Therefore, while the emphasis 
which is here laid on depreciation accounting is accepted in full 
by electrical concerns today, and accepted in part by gas com- 
panies, it is nevertheless true that water-works have not as a rule 
acknowledged the necessity for such accounting or, at least, have 
not adopted such accounts in their bookkeeping systems. The 
same arguments which have compelled the use of depreciation 
accounts in electrical concerns will, in my opinion, compel their 
use ultimately in water-works. This will come about mainly 
through the instrumentality of state supervising boards, which 
will require uniform reports from all municipalities and from 
their departments, in which a water department is frequently 
included. 

“Just as the gas commissioners of Massachusetts have required 
definite allowances for depreciation in the accounting of munici- 
pally operated plants, so, in due time, similar requirements will 
be promulgated for municipal water-works. 

“If the writer has stated the facts correctly, and if his deduc- 
tions in regard to the future are true, it is evident that proper 
accounting for depreciation should be undertaken promptly in 
all such plants. The best way to handle these matters, in the 
writer’s opinion, is by a series of depreciation reserve accounts, 
that is, by reserve accounts which correspond to the different 
classes of assets, and which appear in the balance-sheet as liabili- 
ties (credit balances). Every monthly closing should provide 
for items to be charged to expense and at the same time credited 
to these various reserve accounts. Each of these charges should 
be based upon a carefully calculated percentage which will vary 
according to the estimated life of the particular class of asset. 
Whenever depreciation is made good by actual expenditure for 
renewals or reconstruction, such amounts should be charged 
against the corresponding depreciation reserves and thereby the 
balances remaining in these reserve accounts will show whether 
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or not sufficient monthly allowances are being made year by year 
to provide for depreciation losses, shown by the actual expendi- 
ture for renewals and reconstructions. The necessity for depre- 
ciation reserve accounts being evident, the writer urges that par- 
ticular attention be given to them in all public service accounting, 
and trusts that, in future editions of the census classifications, 
statements of liability accounts will be included *in which will be 
set forth in detail a depreciation reserve for each of the various 
classes of deteriorating assets.” 
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Capital Accounts of a Municipality* 
By Henry B. FEernatp, C.P.A. 


The question of how to treat the capital accounts of a munici- 
pality is one which hardly existed in the small towns where many 
of us grew up. We can, perhaps, look back to the town with a 
thousand people where there was no water or sewer system except 
what we each had for ourselves. There were only dirt roads 
which were dragged or filled when they became impassable. There 
were no public parks or playgrounds because we had miles of 
open country at our command. The school was the principal 
public building, and it was only such as the town really needed 
and felt it could afford. 

The running expenses of the town were also on the most 
moderate scale. Expenditures for police or fire departments were 
negligible. Collection of ashes and garbage was unknown. But 
whatever expenses there were, they were matters in which the 
whole town felt a deep personal interest because every man 
realized that dollars were hard to get and that every dollar spent 
was going to come out of the taxpayers, of whom he was one. 

Such a condition is vastly different from that which exists in 
the majority of our municipalities today. It is not necessary to 
cite our great cities, with their millions of people, their great 
public utilities and their road and sanitary problems, with finances 
so complicated as to require the most careful and thorough 
accounting under the supervision of trained experts. 

We can rather take the typical community of a comparatively 
few thousand people which has not yet grown so large that the 
ordinary citizen cannot feel that he should have some general 
understanding of how its affairs are managed and what is done 
with the money. The citizens have not yet felt that the affairs 
of the town are so large that they must turn them over to paid 
experts, but want still to maintain their active local management. 
At the same time they are finding themselves very much bewil- 





*A paper read before the annual convention of the National Association of 
Comptrollers and Accounting Officers, at Atlantic City, New Jersey, June 20, 1918. 
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dered by the rapidly-growing volume and variety of expenditures 
—the improvements contracted in one year, completed in another, 
perhaps assessed in the third, and no one is quite sure when or 
how they are ever paid for. The assessments against property 
owners are continually growing. At the same time the tax bills 
show an increasing charge for interest, sinking fund and retire- 
ment of bonds, and the financial statements show an ever-growing 
bonded indebtedness which some day must be paid. The people 
want their good roads, their sewers and water and their adequate 
police and fire protection. Perhaps some of them want all these in 
the hope that someone else will pay the taxes to cover them. The 
best citizens, however, recognize that they can only have these 
by paying for them, and they ask and are entitled to have such 
statements of the town’s accounts as will be readily intelligible 
and will enable them to understand what it is costing for what 
they get. 

It is from this standpoint of the information to be furnished 
in financial statements, rather than from the standpoint of the 
bookkeeping and accounting problems involved in the handling of 
the accounts themselves, that the matter is here discussed. 

The title of this paper uses the wording “capital accounts,” 
although it must be recognized that the municipality has no 
capital accounts in the same sense in which that term is applied 
to the accounts of a business corporation. In corporate account- 
ing we usually have certain items of plant and equipment of a 
rather fixed nature which are to be considered the capital assets, 
which the corporation employs as the basis for conducting its 
business. They are not themselves being liquidated, but it is 
through their employment in the business that the earnings of the 
corporation are realized. This is not, however, the condition with 
regard to the so-called capital assets or capital resources of the 
municipality. Of course, for water-works or other utilities oper- 
ated by the municipality the capital accounts should be viewed in 
the same light as are those of corporations, but this is not the 
condition which exists with regard to roads, sewers, parks, etc. 

In the ordinary form of a corporation balance-sheet we find 
the following: 
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GENERAL FORM OF CORPORATION BALANCE-SHEET 


Assets Liabilities 
1. Current assets... $...... 1. Current liabilities. $...... 
2. Deferred charges. ...... 2. Deferred credits... ...... 
3. Fixed or capital 3. Fixed liabilities.. ...... 
BE scceciay sicdous ——— 
os Total liabilities... $...... 

4. Capital and sur- 
SE csccccscas | «otae 
Total assets...... itis ince PE ee cudduwees Ricnana 














The current assets and current liabilities are what bankers or 
ordinary creditors are primarily interested in, as indicating the 
current condition and the probability of prompt payment of loans 
or bills. The banker or creditor is not looking to a condition 
where the fixed or capital assets will have to be liquidated so that 
he can get his money, although he does, of course, give considera- 
tion as to what margin will exist in the capital assets in case it 
should be necessary to liquidate the corporation. 


The deferred charges will include various items of expendi- 
tures made, which have not been charged against operations to 
date but will be chargeable against future income. They are 
expenditures which can be considered to have a value to be realized 
out of future business, even though they are not represented by 
some tangible physical property. 

The fixed or capital assets will include the plant, equipment 
and other property which presumably is not being liquidated but 
must be retained and kept in a fair state of repair and subject to 
more or less constant renewals and replacements in order to enable 
the corporation to conduct its business properly. 

Anyone who has had any extended experience of business 
affairs, realizes the importance of this feature just mentioned, 
viz.: that unless the plant is properly maintained the corporation 
cannot operate efficiently and obtain its proper income. One of 
the most important features of corporate accounting is, therefore, 
the question of depreciation, and it is not considered that the 
accounts of a corporation are properly stated unless they include 
each year the requisite allowance for depreciation of plant and 
equipment. While current repairs and replacements which are 
charged against operating expenses will cover a considerable part 
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of keeping the plant in proper shape, there are, nevertheless, many 
features which do not occur regularly from year to year, but are 
to be represented by replacements or renewals over a period of 
five, ten or twenty years. There must, therefore, each year be set 
aside out of earnings such an amount as will provide for the 
replacement of the plant which is being worn out or exhausted, 
or will provide a fund to take its place and maintain intact the 
capital of the corporation. 

The laws are very strict in charging directors with responsi- 
bility of seeing that dividends are only paid out of earnings and 
that the capital of the corporation is not impaired thereby. Unless 
proper deduction from the earnings is made for depreciation as 
well as for any other expense in the business, the directors may 
find themselves personally responsible for dividends paid. 

Because of this responsibility which rests upon the directors 
and because depreciation is a factor to be taken into consideration 
in calculating taxable income, there has been steady progress in 
corporate accounting toward placing depreciation on a proper, a 
consistent and, as nearly as-possible, a scientific basis. 

It was only a few years ago that it was not uncommon to find 
corporations issuing their reports with the comment that no charge 
had been included for depreciation, but today it is almost univer- 
sally recognized that depreciation is the medium through which 
the income of a corporation must be made to pay for the capital 
assets employed in the business. 

For the municipality this same idea should be applied to any 
public utilities, such as water, gas, etc., which are operated, because 
the accounts will be on a false basis unless they show each year 
what it is costing the municipality to conduct the utilities. This 
cost cannot be shown unless the proper allowance is made for 
depreciation. 

While there might be cases in which a municipality would 
deliberately decide to charge a rate which would not give a suffi- 
cient income to pay all the expenses and provide the proper allow- 
ance for depreciation, there can, however, be no question that, even 
in such case, the accounts should clearly show whether or not the 
income from the utility was sufficient to pay its cost. If there is a 
deficit in the operating accounts of the utility which must 
be made up from general tax moneys, the condition should be 
clearly recognized and the item should be cared for as such. The 
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taxpayer should not be deluded into thinking that the utilities are 
paying for themselves, when in fact there may be a continually 
growing deficit which must some time in future years be paid and 
cared for. 

Leaving aside, then, the accounts of utilities which are a subject 
for consideration according to customary business standards, and 
turning to roads, parks, sewers, etc., we find an entirely different 
condition to exist. There is no income received from these. They 
are constructed for the general use and benefit of the people of 
the town, and their original cost, together with their maintenance 
and upkeep, must be paid for out of the funds raised through 
taxation, except in so far as some part of their original cost may 
be paid by assessment against particular property benefitted 
thereby. Of course, their entire cost may not be met out of taxes 
or local assessments in the year in which they are constructed, but, 
even though bonds may be issued, sooner or later these bonds must 
be paid out of taxes or local assessments. 

For the business corporation the primary consideration is 
whether it has in the past and can in the future make the necessary 
earnings to enable it to pay all its expenses, cover the depreciation 
of its plant and equipment and provide for needed improvements 
and extensions thereto and have a balance available for dividends. 
In its financing, whether temporary or permanent, the dominant 
question is as to the probable future earnings. 

For the municipality this question does not exist. There is 
the very bothersome problem of how to do all that there is to be 
done without levying taxes and assessments which will raise a 
storm of protest; but, granted the proper authorization for the 
expenditures and payments, the moneys are bound to be forth- 
coming. So, while the corporation should earn, or at least show 
ability to earn, the money in order to spend it, the municipality 
must spend, or show the need of spending, the money in order to 
raise it. 

As regards the ordinary running expenses of the town, the 
situation is comparatively simple. The administration which 
incurs them knows it must pay them and must stand or fall on the 
record it makes, since these must be met out of the current year’s 
taxes. The big problem comes in the question of how much of an 
indebtedness, existing or contracted for, it may have received from 
the past and how much it should or can pass on to the future. 
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Our laws have done much to regulate this. The Pierson acts 
in New Jersey have accomplished great good, and, with the super- 
vision which is being given by the state commissioner of municipal 
accounts, prevent many abuses. But in spite of all that may and 
can be done by proper legislation and supervision, there is nothing 
that can take the place of the enlightened public opinion of the 
citizens of the town itself. 

Perhaps we have a very cheerful and comforting statement 
issued somewhat as follows: 


Assets Liabilities 
Revenue assets: Current liabilities: 
SL kad pharke4s $50,000 Accounts payable $50,000 
Taxes receivable. 100,000 Notes payable... 200,000 
Sundry accounts... 50,000 Bonds outstanding.. 1,500,000 
Improvement ac- a 
0 ae 200,000 Total liabilities $1,750,000 
Capital assets: PEE avinendaes 1,000,000 
Town properties. 2,000,000 ——- 
Sinking funds... 350,000 
Total assets... $2,750,000 , Seer: $2,750,000 


The “surplus” of $1,000,000 is generally accepted as showing 
that the finances of the town are in excellent shape. Many assume 
that the extensive road improvements which may have been 
authorized are to be paid for out of this “surplus.” Then, per- 
haps, a new finance committee comes in and begins to look at these 
“assets” to see where the money is to come from. The revenue 
assets are good, but practically all the money they will produce is 
already covered by existing liabilities. Improvement accounts 
represent merely certain moneys spent on improvements, all of 
which have been borrowed through notes or bonds. Part will be 
collected from property owners by direct assessment and when 
collected will serve to meet a part of the indebtedness. The 
balance of these improvement accounts will be assessed against the 
town-at-large and must then be paid, and so represents, not an 
asset to be realized, but a liability to be met. Then the capital 
assets are looked at only to find, of course, that there is no amount 
to be realized from the “town properties,” and that the sinking 
funds represent at best no more than was owed for prior years’ 
sinking fund accumulations. 
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By this time, faith in the million dollar surplus is very much 
shattered and the so-called “assets” are looked at with great dis- 
trust. 

Perhaps then they begin to make some such calculation as the 
following: 


EL. 5s wn ncndcadecebbekoneeteeamenel $1,750,000 
Realizable assets : 
EE a. cnadeedsncekh eh ae daniebiit en miacts $50,000 
Taxes receivable in the near future..... 75,000 
Improvement assessments from property 
Eh cscenke hens ean eenee 100,000 
PE BI a dc dccncsasedndenanende 350,000 
PN hb. becesencues 575,000 
Leaving an excess of liabilities 
over realizable assets....... $1,175,000 
Then they add the probable amount required for pro- 
jected improvements—estimated................ 225,000 


and find an amount to be raised by future taxation of $1,400,000 


This brings them practically to the conclusion that the town 
has very little in the way of assets except its power to tax. 

The above may overstate conditions, but it is not very far 
from the actual happenings in many cases. 

It is a fact that many towns have been lulled into a false 
sense of security by showing a large surplus as a result of includ- 
ing town properties as assets in the balance-sheet. 

Perhaps if depreciation were clearly enough recognized and 
we could depend upon its being properly applied, it might be well 
to set up our town properties at cost less depreciation and show 
the capital surplus which would thus appear to exist. Perhaps 
some day this may be done, but unless it is done right it will be 
worse than useless. 

In any event, it seems a decided question as to whether it is 
not a mistake to try to follow too closely the form of corporate 
balance-sheets, since the fundamental bases of corporate and 
municipal accounting are so different. The writer is inclined to 
believe that there is a distinct value in having the municipal state- 
ments so arranged that they will bring out clearly some of these 
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fundamental distinctions and thus impress these differences upon 
the minds of business men when they are looking at the financial 
statements of the town. 

This would be done by a statement which may be sketched as 


follows: 
MUNICIPAL BALANCE-SHEET 


Assets , Liabilities 
Revenue assets: Liabilities against revenue 

DEED sabusedcceas nee SE cth Dabadnas winis ike 
OVENS SUIBIUE cc cccccess §— sesees 
Total revenue assets.. $...... a 

Improvement accounts: Improvement accounts: 
Assessments receivable... $...... Accounts payable....... icaome 
Advances for improve- PPI ccicsckecn  neawas 
ments to be assessed Improvement bonds .... ...... 


against property bene- 
fitted or against town- 


I eiatwneheeene eawks 
Totalimprovementaccounts $..... Bienen 
Capital accounts : Capital accounts : 

Cost of bonded proper- Bonds outstanding ..... $...... 

BN tk deities ibaa ka Oe 8 denaity Less—sinking funds..... ...... 

Less—amounts raised by 





assessments or taxeS.. ...... 


Balance to be raised by fu- Net bonded indebtedness... $...... 
NEE i occaciewens Ee 


Total: Total: 
Realizable assets ...... ae EPROTIED, . 6h.c die sisccsiecie ipa 
To be raised by future Revenue surplus ......  ... oie 


assessments or taxes.. ...... 


SE ED ccnssunntiedns nena ee i iiactere 








Contracts outstanding or improvements and construction author- 
ized in an estimated amount as follows: 
For improvements to be assessed against the property bene- 
fiited or against the town-at-large. ......... cc cccccccccccccee Meveues 
Por tows DGMGGs GF GUNES DPFODETTY. «6.0.0 cc cccccccccsccccce —scveese 





The above is only a brief outline to bring out the essential 
features of such a statement. Details should, of course, be filled 
in, and supporting schedules should be attached to show the actual 
condition. 

When it is recognized that the bonded indebtedness of the 
town is not to be paid out of town properties or other so-called 
capital accounts, but out of the taxes of future years, a further 


276 





: 
. 





Capital Accounts of a Municipality 


step is seen to be badly needed, viz.: that there should be a state- 
ment regularly carried to show the amount for debt service which 
is to be raised in each succeeding year. Not only should such a 
record be kept, but its publication each year should be required, 
so that the citizens may see clearly the amount of future years’ 
taxes which are already mortgaged to pay for the facilities they 
now enjoy. 

Furthermore, the amount raised each year for this debt service 
should not merely be lumped under a single head, but should be 
separately stated according to the purpose for which the indebted- 
ness was originally incurred. It is only by doing this that the 
people can be made to realize what it is costing them each year for 
schools, roads, sewers, parks, etc. 

A paper of this kind cannot attempt to present the full solution 
for the many problems which exist in the proper treatment of the 
capital accounts of the municipality. It can only try to call atten- 
tion to some of those problems, particularly from the standpoint 
of the citizen and the taxpayer. Much has already been accom- 
plished, and the recognized standards of municipal accounting 
today reflect the greatest credit upon those who have labored so 
long and so effectively in this movement. But there is much still 
to be done, and probably nowhere more than in trying to bring 
home to the people a clear understanding of the meaning and effect 
of the capital accounts. 
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Examination, For Credit Purposes, of a Book 
Publishing House* 


By Harotp S. Morse 


It has been said that commercial credits are based upon three 
C’s, character, capacity and capital. Accounting deals only with 
the last of these factors and the function of the accountant’s 
report is to assist the banker in intelligently determining the 
amount of credit to which the borrower is entitled, it being 
assumed that the banker has already satisfied himself as to the 
moral risk involved. 

The banker looks to the accountant for a complete and dis- 
passionate statement of assets and liabilities—the former segre- 
gated to show, first, those which represent available cash or will 
rapidly and in the ordinary course of business be turned into 
cash; second, those which represent permanent investments in 
plants and equipment, stock in subsidiary companies, etc., and 
ordinarily could not be liquidated either in whole or part with- 
out impairing the earning power of the business or its future 
development; and, third, those which primarily represent expen- 
ditures chargeable in the ordinary course of events against the 
operations of future periods. 

Current liabilities should likewise be separated from funded 
or long term obligations and the former should be classified to 
show ainounts due merchandise creditors, bank loans, accrued or 
unwithdrawn salaries, etc. Secured liabilities should be specifically 
ear-marked and preferably shown as deductions from the assets 
against which they apply, and particular attention should be given 
to any contingent liabilities as endorsors or guarantors, important 
contractual obligations, etc. 

The banker is also keenly interested in the earnings over a 
period of years as an index of the prospective borrower’s pro- 
gress and probable ability to meet his obligations promptly as 
they come due. 

A discussion of the details of a report for credit purposes is 
considerably simplified if an imaginary investigation in a particu- 





*A thesis presented at the May, 1918, examination of the American Institute of 
Accountants. 
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lar industry is used as an example and, for the purpose of this 
article, we will assume the case of a book publishing house. 


The ordinary assets and liabilities of such an institution may 
be expressed in condensed form somewhat as follows: 


Balance-sheet 





pO Pere , 19 
Assets 
Cash 000 
4% Liberty bonds—due 1942 000 
Less special bank loan 000 000 
Trade accounts receivable 000 
Less reserve 000 000 
Trade notes receivable undiscounted 000 
Interest receivable accrued 000 
Merchandise inventories— 
Paper 000 
Sheet stock 000 
Bound stock 000 000 
Less reserves 000 000 
Total current assets 000 
Plates and copyrights 000 
Office furniture and fixtures 000 
Total fixed assets 000 
Advances to authors 000 
Advances to employees 000 
Expense supplies inventoried 000 
Interest, insurance and taxes prepaid 000 
Total deferred charges 000 
000 
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Liabilities 
Accounts payable— 
Merchandise creditors 
Authors’ royalties 
Officers and employees 


Notes payable— 
Banks and note-brokers 
Trade notes 


Interest and taxes accrued 


Total current liabilities 
Net worth 
Capital stock— 
Authorized 


Issued and outstanding 
Surplus— 
Balance, —————, 19— 
Net earnings for period, after 
deduction of taxes 


Less dividends paid 
Balance, —————, 19— 


Total net worth 








Note.—In addition to the liabilities stated above the company 
is contingently liable as endorsor on notes receivable discounted 


to the amount of $000. 


Taking up the various assets and liabilities in the order in 
which they appear above, the important points to be considered 


and reported upon are as follows: 
CasH 


The procedure in verifying bank and petty cash balances is 
generally understood and requires no detailed explanation here. 
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Care should be taken, however, to eliminate from the cash bal- 
ance all salary advances, 1.0.U.’s, etc., which may be carried 
therein. 
Liserty Bonps 

Bonds on hand should be inspected and care taken to see that 
all unmatured coupons are attached or otherwise properly 
accounted for. In cases where bonds are held by the bank as 
collateral, the verification of both the securities and the loans 
against them should be made by direct correspondence with the 
bank. The bonds should preferably be shown on the balance- 
sheet at cost or market values, whichever is lower, or, if cost is 
used, the market value might well in any case be shown as a 
parenthetical note. The amount of any loan secured by the 
bonds should be shown as a deduction from the security values. 

The comments in regard to the treatment of Liberty bonds 
apply equally to any other readily marketable securities in which 
the surplus funds of the company have been invested. 


TRADE ACCOUNTS RECEIVABLE 

The character of the outstanding accounts will be found to 
vary a great deal in different publishing houses and in all cases 
they will require careful scrutiny. This is particularly true of 
instalment accounts, which are frequently found in publishing 
houses handling standard sets, encyclopedias, etc. The percentage 
of loss on instalment accounts of this character is very high, as, 
while theoretically the books are recoverable if payments are not 
made, as a practical matter the cost of recovery is usually more 
than the value of the second-hand books and a substantial reserve 
against such accounts is an invariable necessity. 

Many of the publishers maintain retail book stores and prac- 
tically all do a more or less important mail order business. Losses 
on these small accounts are frequent and, in the aggregate, 
important, and, even in the case of sales to dealers, credit losses 
are by no means infrequent. A careful examination of the 
accounts themselves, supplemented by an investigation of the 
policy of the publisher in past years in regard to writing off 
uncollectible accounts, will materially assist the accountant in 
estimating the realizable value of the accounts for the purposes 
of his report. 

Aside from the question of bad debts, the accountant should 
exercise great care to discover accounts representing consigned 
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goods rather than bona-fide sales. While these consignment 
accounts are most common among publishers of educational 
books, they are not infrequently found in any publishing house. 
They should, of course, be eliminated entirely from accounts 
receivable and set up as a part of the bound stock inventory at 
manufacturing cost (paper, printing and binding), exclusive of 
royalty, unless the publisher pays royalties on such consignment 
sales, which is very rarely the case. 


TRADE Notes RECEIVABLE 

The notes on hand should be examined and those under dis- 
count at banks should be verified by correspondence. No overdue 
paper should be included under this heading on the balance-sheet, 
and the accountant will also find it profitable to investigate 
unusually long term or renewal notes thoroughly as these will not 
infrequently be found to represent long standing accounts with 
small book-stores the eventual collection of which is more a 
matter of hope than probability. 

The contingent liability as endorsors on discounted notes 
should be shown as a foot-note on the balance-sheet. - 


INTEREST RECEIVABLE ACCRUED 

No special comments appear to be necessary in regard to 
interest receivable accrued except perhaps the rather obvious one 
that only interest which is expected to be actually collectible 
should be included. Where the interest accrual appears on the 
books under examination, however, it not infrequently includes 
interest on obligations both the principal and interest on which 
are of extremely doubtful collectibility. 


MERCHANDISE INVENTORIES 

Book publishers rarely maintain their own printing and bind- 
ing plants, as their production requirements are ordinarily too 
spasmodic to permit the even flow of work necessary for the 
economical operation of such an establishment. The composi- 
tion, printing and binding is therefore almost invariably given 
out to various printers and binderies, the publisher being in this 
respect in a similar position to any other merchant who has his 
goods manufactured for him according to his own specifications. 

In publishing a new book the publisher usually buys the paper, 
furnishes the plates and has the entire first edition printed at one 
time. The sheets are then delivered to the bindery, where they 
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are kept in stock awaiting orders for binding. Ordinarily the 
binding (with the preliminary operations of folding and gath- 
ering) is done in comparatively small quantities as necessary to 
replenish the stock of bound copies used to fill current orders. 

The inventories of a book publishing house can be verified 
completely with no great difficulty, particularly if the accountant’s 
examination is made directly at the close of an inventory period. 
The bound stock on hand can be tested thoroughly by actual 
count or, for that matter, may usually be checked completely 
without any great expenditure of time. 

The manufacturing department of a publishing house always 
maintains some form of sheet stock record for each title, which 
is started with the total quantity of sheets printed for the entire 
edition, deductions being made as lots are bound and the balances 
of sheets on hand are brought down. These balances on hand 
can usually be supported by reports from the bindery and, while 
some adjustment is usually necessary when the edition of sheets 
is exhausted, the discrepancy is usually small. The paper inven- 
tory is usually unimportant, as purchases are practically made 
for each new publication and the only balance on hand ordinarily 
represents purchases for new books not yet printed or small lots 
left over from previous publications. These quantities may also 
be verified by reports from the printers showing stocks held by 
them. 

The cost values of paper, sheets and bound stock are easily 
ascertained, as the printing and binding charges are either a fixed 
amount per copy or readily reducible to that basis, and the paper 
used in an edition is all purchased at one time. Plate charges 
are usually treated entirely separately from the manufacturing 
cost of the books and do not enter into the inventory values. 
Care should be taken to see that the royalty is also excluded except 
in the very rare instances where publishers pay royalties on the 
copies bound instead of those sold. 

The most important factor in the valuation of these inven- 
tories for credit purposes, however, is that of obsolescence. The 
salable life at standard prices of most current fiction is very short, 
although there are, of course, marked exceptions to this rule. In 
many cases, however, a book is unsuccessful in pleasing the public 
fancy and large stocks of both bound volumes and sheets are left 
on the publishers’ hands. The bound stock in such cases is closed 
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out eventually to some jobber of this class of books and the 
sheets sold to some publisher of cheap editions, in both cases 
usually at a fraction of the original cost. Educational books have, 
as a rule, a very much longer life, but these also are not infre- 
quently supplanted in the public favor by some better or more 
modern work. 

The accountant may profitably make extensive comparisons 
between the stocks of individual titles on hand and the sales for 
several preceding royalty periods, as reported to the authors, 
observing particularly not only the total sales, but the trend of 
these sales, i.e., whether there is apparently a constant even 
though moderate demand, or whether the sales are rapidly 
decreasing. Such an investigation will be of material help in 
determining the amount of reserve necessary to cover probable 
losses in the liquidation of the inventories. 


PLATES AND COPYRIGHTS 


The so-called plate cost of a book represents the expenditures 
for composition, electrotypes, half-tones and color plates, cover 
dies, original drawings, copyright fees, etc. While book plates 
will wear out in time, the element of wear and tear is not an 
important matter except in the case of standard works for which 
there is always a steady demand. The vast majority of books 
become unsalable long before the signs of wear on the plates 
become marked. 

There are almost as many methods of depreciating book plates 
as there are book publishers. Many of the old established houses 
either show no asset whatever on their books for plates or carry 
them at some more or less nominal fixed value and charge all 
expenditures of this character directly to expense as they are 
made. Others either depreciate them gradually over a fixed 
number of years or revalue them title by title each year. Plates 
for educational books are, as a rule, written off over a much 
longer period than in the case of fiction, and rightly so, and in 
the case of some publishers of standard literature like sets of 
Shakespeare, Thackeray, Dickens, Scott, etc., they are not written 
down at all. This latter practice is certainly to be neither recom- 
mended nor approved, although in this case the element of obso- 
lescence is almost entirely absent and the depreciation is almost 
entirely a matter of wear and tear. 
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Fortunately most of the publishers are extremely conservative 
in their valuation of plates; but this rule, like most others, has 
exceptions and the accountant will do well to investigate the plate 
values by comparisons with the book sales in the same manner as 
suggested for the inventories. 


OFFICE FURNITURE AND FIXTURES 


In a publishing house office furniture and fixtures will fre- 
quently be found to have been either written off entirely or car- 
ried at a nominal value. Where the cost of the office equipment 
has been capitalized, proper provision for depreciation should 
be made. 

ADVANCES TO AUTHORS 

Competition among book publishers is fairly keen and in the 
past an author of reputation has had little difficulty in securing 
advances of considerable sums on account of a book to be written 
some time in the future and published by the house making the 
advance. These advances, while sometimes termed loans, are 
usually as a matter of fact repayable only out of the royalties on 
the new book “when, as or if” published. While these promised 
books are usually written, they are not always as successful as 
had been hoped; and then, too, the span of human life is uncer- . 
tain. The custom of making these advances is dying out, but is 
not yet obsolete, and among publishers it is rather the rule than 
the exception to find a few of these loans which have been stand- 
ing on the books sometimes for several years. The value of most 
of these advances is problematical and they can certainly by no 
stretch of the imagination be considered as current assets, 
although they are usually shown as such on statements prepared 
by the publishers themselves. 

A slightly different character of royalty advance is that fre- 
quently made at the time of the acceptance of a new book for 
publication. This kind of an advance is part of the agreed upon 
consideration for the publishing rights and is covered by the con- 
tract with the author. Like the first advance, this is only repay- 
able out of the royalties earned by the book, but in this case there 
is a book and if it is not sufficiently successful to cover the 
advance, the loss is merely a part of the publishing risk. 

Again, a publisher occasionally pays a flat sum to the author 
in lieu of all royalties and the usual practice is to set this amount 
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up on the books and gradually extinguish it by credits represent- 
ing the usual royalties on the book. 

It should be borne in mind that the kinds of royalty advances 
described above apply as a rule only to the books against which 
they are made and are not deductible from royalties due the 
author on other titles published by the same house. As the 
author has usually only one account in the royalty ledger which 
is credited with his total royalty earnings and in which the 
advance may also appear, the credit balance of the account may 
not represent the full amount of the liability to him and the neces- 
sary separation must be made in order to show on one side of the 
balance-sheet the liability for royalties and on the other side the 
deferred charge representing the advance. 

While the banker is not so directly interested in the deferred 
charges shown on a balance-sheet as in the current assets and 
liabilities, this deferred group should certainly not be allowed to 
serve as a resting place for bad debts in any form, and advances 
which are not reasonably certain to be liquidated in due time by 
royalty credits should be either written off or offset by a suitable 
reserve. 

OTHER DEFERRED CHARGES 

Accounts due from officers and employees may in some cases 
represent temporary loans, etc., which will actually be returned 
in cash, and in such cases the balances should properly appear on 
the balance-sheet as a current asset. Employees’ Liberty bond 
subscriptions furnish an unmistakable example of this kind, the 
amount advanced being in this case secured by the bonds them- 
selves and the account being liquidated by regular payments. 

The majority of employees’ debit balances, however, represent 
advances against salaries, commissions, traveling expenses, etc., 
and in the ordinary course of events will be transferred to expense 
rather than to the bank account. Balances of this kind are there- 
fore generally looked upon as prepayments of future expenses 
rather than as current assets. 

Inventories of expense supplies obviously are an asset of an 
entirely different character from the stock of merchandise and 
should be shown on the ba'‘ance-sheet in the true character—a 
deferred charge against future operations. The unexpired por- 
tions of discount on bank loans, insurance premiums and taxes 
likewise primarily represent prepayments of future expenses, 
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although either of the first two might under unusual conditions 
conceivably be liquidated to some extent in cash. 
Accounts PAYABLE 

The liability to merchandise creditors should be tested by 
comparisons with the monthly statements rendered by the printers, 
binders, paper dealers and other important vendors. Printing and 
binding bills, particularly during the month or two immediately 
prior to the balance-sheet date, may well be checked with the 
manufacturing department records with the two objects of satisfy- 
ing the accountant that bills have been duly received and 
entered covering the printing of new sheets and additions to 
bound stock and testing the accuracy of the number of copies 
bound, as this latter information usually plays an important part 
in the calculation of the royalties due to authors. The entries in 
the books subsequent to the date of the balance-sheet should also 
be inspected for the purpose of locating any expense bills of 
importance applicable to the previous period. 

Royalties are usually calculated and paid at the end of each 
six months’ period, although a few publishers make only annual 
settlements with authors. The usual method of determining the 
copies of each title sold during the period is shown by the follow- 
ing equation: opening inventory + copies bound — (closing 
inventory + copies given away for review and other non-royalty 
copies) = copies sold. Some of the more progressive houses 
check this result by an analysis of their entire sales according to 
titles. When this analysis is made the sales of each book are 
further classified according to the terms of the royalty contract, 
i.€., separating export sales, etc., which take different rates of 
royalty. Where the sales analysis is not maintained the separa- 
tion of special sales must be made from memorandum records 
kept for the purpose or by reference to the accounts with cus- 
tomers to whom such sales are made. 

In addition to the royalties on book sales, special payments 
may be due the author for his share of receipts from dramatic or 
motion picture rights, syndicate sales, etc. These are not as a 
rule kept under very close control and omissions are sometimes 
inadvertently made. The accountant may find himself well 
rewarded if he asks a few judicious questions of the company 
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officers regarding the titles on which such sales have been made 
during the period and checks the information thus received with 
that shown by the books of account. 

The matter of advances to authors and their importance has 
been commented upon previously. 

No special comments appear to be necessary regarding the 
credit balances of accounts with officers and employees. 


Notes PAYABLE 
The amounts and maturities of all outstanding notes should be 
verified by correspondence with the holders and the amount of 
such obligations given in settlement of trade accounts should be 
stated on the balance-sheet separately from bank and other loans. 


INTEREST AND TAXES ACCRUED 
No specific comments regarding interest and taxes accrued 
appear to be necessary, except that the item of taxes, should 
include the amount of federal income and excess profits taxes 
payable out of the net earnings to the date of the balance-sheet. 


Net WorTH AND EARNINGS 

While the banker is interested in the total excess of all assets 
over liabilities—net worth—his attention is usually most keenly 
fixed upon the relation of the current assets to current liabilities ; 
and, from his point of view, the strength or weakness of a state- 
ment lies almost entirely in this comparison. He will be apt to 
pass over the plates and other fixed assets as of no value except 
as a part of the undoubtedly large goodwill value in a long-estab- 
lished publishing house and as an indication of the conservative- 
ness of the business policy. 

Statements of earnings, preferably covering a period of years, 
convey important information regarding the profitableness of the 
enterprise and consequently its probable ability to liquidate its 
obligations as they fall due. Where the publisher operates one 
or more retail book stores, a subscription book department (instal- 
ment business), etc., the profits or losses from the operation of 
these departments should if possible be shown separately from 
the general wholesale business, as these departments are not infre- 
quently unprofitable and represent a constant drain upon the 
business as a whole. 

The foregoing represents by no means the last word on the 
subject of an examination of a book publishing house for credit 
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purposes but the most important considerations peculiar to the 
business have, in the writer’s opinion, been fairly well covered 
and the accountant who intelligently conducts such an examina- 
tion along the lines suggested may be reasonably sure of finally 
presenting the banker with statements and supporting comments 
which will be of material assistance in determining the line of 
credit to which the publisher is justly entitled. 
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EDITORIAL 
Ethical Publicity 


At the recent meeting of the American Institute of Account- 
ants, upon recommendation of the committee on professional 
ethics, the following rule was added to the rules of professional 
conduct: 

9. In the event a member shall be requested so to do by the committee 
on ethical publicity, he shall thereafter submit all proposed circulars or 
other instruments of publicity to it for a period not exceeding two years, 
and he shall not issue or permit the organization with which he is identified 
to issue any circular or other instrument of publicity without first submit- 
ting a copy thereof to the committee on ethical publicity. 

The institute also authorized the appointment of such a special 
committee as that mentioned in the additional rule of conduct. 

Those who are familiar with the growth of accountancy in 
the United States will realize how important a movement may 
be begun by the adoption and enforcement of such a rule as that 
which we have mentioned. 

In the early days of the profession the great majority of 
practising accountants found it necessary, or believed it to be 
necessary, to cry their wares so that all might hear, The public 
did not know what a public accountant was and did not seem to 
care to learn. The accountant fully recognizing the value of his 
calling, and also with a pardonable consideration of the condition 
of his pocket-book, felt it incumbent upon him to make known 
his value and to induce the public to take advantage of his 
services. 

There arose from this natural desire for advertisement 
various plans of attracting attention. We have the frank adver- 


290 











Editorial 


tisement of accounting services which has been generally dis- 
carded and is almost universally recognized as being not only 
unethical, but also non-productive. 

And we have the circular letter. 

Of all the instruments potentially evil which have been 
devised in the name of advertisement, nothing is so notable as 
the circular letter. It goes its devious ways in the cloak of the 
secrecy of the United States mails and it finds its way to the ear 
of the executive officer or director who it is intended should be 
reached. 

In the beginning of the circularization movement it was 
undoubtedly true that circularizing paid in general business, and 
there are adepts of the advertising art who still maintain that 
circularizing pays. Perhaps it does in business, but it certainly 
does not and should not pay in professional matters. 

Yet there are members of the institute and many other 
accountants besides who still cling with a kind of superstitious 
faith to the circular letter. 

Now, accountancy is a profession—even the most materialistic 
practitioners admit it. We are all imbued with the idea that we 
must uphold the standards so that no one can ever cast the 
slightest shadow of doubt upon the professional nature of 
accountancy. Therefore the institute feels that something should 
be done to check the use of circulars soliciting business. 

A professional man worthy the name does not solicit clients— 
so the committee on professional ethics believes, and most 
accountants will agree—but unfortunately there are still among 
us those who tout for business. If one should ask them if they 
were professional practitioners they would claim to be, but their 
methods are certainly unprofessional and their ideas somewhat 
gross. 

The committee on professional ethics has had before it within 
the last two years a great quantity of circular letters emanating 
from different offices, and has come to the conclusion that some- 
thing must be done. The solicitation of clients is objectionable 
and shows a lack of that professional and fraternal spirit which 
should characterize all public accountants everywhere. 

Now comes the appointment of this special committee and 
the adoption of the rule which all members of the institute will 
be expected to observe, knowing that if it is not observed charges 
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will be preferred and accused members will be brought before 
the council for trial. 

We heartily approve the idea of the appointment of such a 
committee and believe that much will be done to clean house in 
the profession. ; 

There are not many offices which are guilty of the propaga- 
tion of circular letters, but there are some and those few must 
be convinced of the error of their ways. 

The committee is not charged with the duty of approving 
the dissemination of useful accounting literature. Its duties are 
concerned with efforts to attract clients by direct approach. Of 
course, the distribution of pamphlets even of great educational 
value might be construed as seeking notoriety, and no doubt it 
does achieve that end to some extent, but it is with the frank 
drumming for business that the committee is concerned and on 
that subject it can exercise salutary influence. 

When so much is good in a proposition it may seem captious 
to criticise adversely, but we may be permitted to express wonder 
and fear at the name of the committee. If it is not too late we 
would yet suggest that the awesome sounding “ethical publicity” 
be laid away and in its place appear some plain and simple term 
such as censorship. Everybody knows what censorship means, 
but there are a good many of us who are in some doubt as to the 
propriety and accuracy of the term “ethical publicity.” 





Standardization of Accounting Procedure 


At the 1917 meeting of the American Institute of Accountants 
a resolution was passed calling for the appointment of a special 
committee to consider the question of the propriety or impro- 
priety of including interest on investment as an element in cost 
of production. A great many accountants felt that the appoint- 
ment of such a committee was slaying the slain, but in order that 
both sides of the question should be heard the whole institute 
approved the passing of the resolution. For some years there has 
been a small but vociferous minority of the membership which has 
clung to the generally discarded idea that interest was properly an 
element of cost. 

The report of the committee was submitted at the annual meet- 
ing of September 17, 1918, and inasmuch as THE JoURNAL OF 
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AccounTANcy has published a good many articles on the subject 
of the inclusion of interest, we have asked and received permission 
to publish the report of the special committee. 

During discussion of the report one of the members of the 
institute, who has consistently and persistently adhered to the 
theory that interest should be included in cost, expressed dissatis- 
faction with the nature of the report and asked that in publishing 
the report there should be some explanation of the scope of the 
committee’s investigations. 

During the discussion two or three members suggested that 
the two schools of thought were not really so seriously at vari- 
ance as they appeared to be. These members thought that nearly 
every accountant would recognize the value of the inclusion of 
interest in statistical statements or other compilations intended 
purely for intra-company use. 

After prolonged argument it seemed to be the general opinion 
of the members present that while the report of the committee 
from an accounting standpoint was perfectly correct, something 
might be said in favor of the inclusion of interest and similar 
items for comparative and statistical purposes, provided such 
items were not carried into the financial accounts or presented 
to the outside world, particularly the banking community. 
Indeed, we do not know that any accountant has ever denied the 
value of such statistical uses of interest. 

We publish herewith the text of the report which was signed 
by the following members of the committee: Hamilton S. Corwin, 
chairman; Charles S. Ludlam, W. B. Richards, A. Pyott Spence, 
Seymour Walton. 

Your committee on “Interest in relation to cost” has had one long 
meeting at which it had the benefit of the extreme views of Mr. Clinton 
H. Scovell, the sponsor for those who advocate the inclusion in production 
cost of interest on investment, in which Mr. Scovell very fully set forth 
the views of those who favor such procedure. The views of the committee 
on this question which are at variance with those of Mr. Scovell may be, 
as to certain points, briefly stated as follows: 

There has been a great deal written and said on this subject, much of 
which is purely academic, but a practical, concrete definition of cost is 
“expenditure for production.” Interest on investment is not an expendi- 
ture, but is at best only an anticipation of profits and, as such, has no 
logical standing in the computation of production cost. 

If the theory is applied in practice, it is necessarily an arbitrary calcu- 
lation, based not upon any established fact, but upon some one’s vision 
of what particular interest rate would be properly applicable in the prem- 


ises, and after the amount is so determined, injected into the calculations 
of actual expenditures, and so added to assets. 
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The inclusion of interest on investment as a part of the production cost 
must result in one or the other of two conditions: 

First, a false statement of assets and income; or 

Second, the creation of a reserve account, estimated to be equal to the 
amount arbitrarily added to the assets and the income. 

It is, of course, assumed that no accountant would wish to present a 
false statement of the assets and income of any concern, and, therefore, 
only the question of the creation of a reserve to offset the suggested 
artificial inflation of the assets remains to be considered. 

As such, in a statement of assets and liabilities, it must be deducted 
from the valuation at which materials and supplies, and finished goods on 
hand and in process, and any other items included in the inflation, are 
carried in the books. If not actually deducted on the face of the balance- 
sheet, a person having knowledge of finance and accounting (for instance 
a banker) will mentally deduct this reserve in forming his opinion of the 
value of assets. Hence the work and trouble expended in the calculation 
is futile so far as a statement of assets and liabilities is concerned, and 
only leads to confusion instead of simplicity. 

The credit account or reserve which is set up as contra to the debit 
included in cost can be kept in equilibrium only by a periodic calculation 
of the amount of the false or arbitrary figure that has been included in 
the cost of goods sold, which amount must be first estimated, for it could 
never be determined definitely, and then debited to the reserve and credited 
to profit and loss, to offset the amount of such items that were prior to 
sale included and carried in cost. Hence the additional expensive detailed 
bookkeeping is entirely futile in that it has no eventual effect in a true 
statement of profit and loss. 

Having no final effect upon either the balance-sheet or the profit and 
loss account except to confuse them, it is of no value whatever. in a state- 
ment of condition or results. The suggested practice reminds one of the 
hillside exploits of the “Gallant Duke of York” and his famous “ten 
thousand men.” 

Under the federal tax law it is not permitted to deduct from profits 
reserves for inventories, etc., and no matter how patriotic one may be, 
any accountant who would recommend to a client that he arbitrarily and 
artificially increase his profits in order that he may pay as high as eighty 
per cent. thereof to the government, must have great faith in the child- 
like simplicity of human nature. 

But the advocates of the practice say that it is a necessary item in the 
determination of the selling price. But even if so, why include it in pro- 
duction cost? It is no more necessary to that end than numerous other 
items which must be taken into consideration in establishing a selling 
price, provided the state of the market would afford a selling price based 
upon such a computation instead of on supply, demand and competition. 
For instance, such a calculation involves expenses of selling, expenses of 
administration, expenses of financing, and expected profit. No one would 
seriously advocate the inclusion of all these items in cost and if they 
must be calculated “on the side” and added to the production cost in order 
to determine a selling price, there seems to be no logical reason why the 
“side” calculations should not include the entire desired profit in one 
motion. It only complicates the calculation first to include a portion of 
the profit in production cost and then deduct from the total expected profit 
the anticipated portion (another estimate) previously absorbed. This is 
only another instance of the futility of the practice. 

One of the supposed minor claims of the advocates of the practice is 
that it is necessary in order to establish a comparison of cost with others 
in like business, or the different plants of the same concern under different 
conditions of investment. That argument is hard to follow and there are 
always other elements of difference that the item of interest on investment 
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would not equalize. Furthermore, when those others with whom it is 
desired to compare costs are competitors, one is not likely to know their 
methods of computing costs or the elements involved and therefore com- 
parison is impossible, whether or not interest on investment is used as 
an element by them. 

In conclusion, it is the opinion of your committee that the inclusion in 
production cost of interest on investment is unsound in theory and wrong, 
not to say absurd, in practice. 


Following the main debate on the question of interest and 
cost which—by the way, continued to crop up at short intervals 
during the convention—a resolution was proposed and unani- 
mously adopted calling for the appointment of a special com- 
mittee on standardization of accounting procedure. This com- 
mittee is expected to consider all questions of procedure brought 
before it, and to make recommendations from time to time on 
vexed questions in the hope that ultimately there may be estab- 
lished something approaching uniformity of procedure through- 
out the country. 

There are many questions upon which accountants differ, and 
inasmuch as accountancy is not and never can be an exact science, 
there must always remain questions upon which there will be 
various shades of thought. Consequently a committee on stan- 
dardization can never bring about standardization in everything, 
but there is an opportunity for fine constructive work, and we 
welcome the appointment of the committee in the belief that it 
will do much to bring about reforms which are obviously needed. 
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The regular annual meeting of the American Institute of Accountants 
was called to order at 8:30 A. M., Tuesday, September 17, 1918, at room 
708, Washington Loan & Trust Building, Washington, District of Columbia. 

In the absence of the president, George O. May, vice-president, was 
elected to the chair. 

In the absence of the secretary, Donald Arthur of Montana was elected 
secretary pro tempore. 

Members holding proxies of other members were requested to file them 
with the secretary. 

On motion duly seconded it was resolved that the meeting adjourn to 
convene at 2:30 P. M., at the Marlborough-Blenheim hotel, Atlantic City, 
New Jersey. 

The meeting adjourned. 

The adjourned meeting was called to order at the Marlborough-Blen- 
heim hotel, Atlantic City, New Jersey, at 2:30 P. M., Tuesday, September 
17, 1918, the president, W. Sanders Davies, presiding. 

The report of the president was read and accepted. 

The report of the council including the report of the executive com- 
mittee was read and accepted. 

On recommendation contained in the report of the council that the 
year-book should be considerably reduced in size in view of the cost of 
paper and printing and the necessity for conservation, it was resolved that 
the year-book should be limited to contain only the proceedings, lists of 
members, condensed reports of committees, constitution, etc. 

Another matter mentioned in the report of the council was a recom- 
mendation received from the committee on ethics calling for the appoint- 
ment of a standing committee with power to censor circulars and other 
advertising matter of members. 

It was unanimously resolved that the recommendation of the com- 
mittee on ethics be approved, and that the president be authorized to 
appoint the committee called for by the resolution. 

A special committee appointed by the president to consider the question 
of interest and cost presented its report which, after discussion, was 
accepted and approved. 

It was moved that the meeting approve, ratify and commend the reply 
made by the government of the United States to the Austro-Hungarian 
peace offer. The motion was carried unanimously by rising vote. 

The report of the treasurer and the report of the auditors were read 
and accepted. 

The report of the committee on constitution and by-laws was read, 
and it was resolved that the proposed amendments should be discussed 
seriatim. 
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The first proposal, that article II, section 2 (b) of the constitution 
should be amended by omitting the words “a member or members of the 
institute,” and substituting therefor, “a practising public accountant,’ 
was carried unanimously, and it was further resolved that there should 
be inserted at the close of the paragraph the following words: “The 
determination of who shall be considered as practising public accountants 
shall be made in all cases by the board of examiners.” 

The proposed amendment to article IV, section 1 of the constitution 
calling for the omission from the first line of the word “ten” and substi- 
tuting “eleven,” and for the addition of the word “nominations” at the 
end of the section was unanimously adopted. 

The proposed amendment to article I, section 6 of the by-laws by 
adding after the words “three consecutive meetings of the council,” “unless 
such absence shall be attributable to the service of the United States in 
time of war” was not approved. 

The amendment to article IV, section 4 of the by-laws by adding after 
the words “fiscal year” the sentence, “No dues shall be paid by members 
and associates of the institute while they are engaged in military or naval 
service of the United States or its allies during time of war,” was unani- 
mously adopted. 

The meeting unanimously adopted the recommendation of the com- 
mittee that in article V of the by-laws after section 1 should be inserted 
a new section as follows: 


_ “Section 1 (a). No person whose membership shall have been for- 
feited for non-payment of dues or other sum due by him to the institute 
may be reinstated, but a member or an associate who shall resign while in 
good standing may be reinstated by a three-fourths vote of the members 
of the council present and voting at any regular or special meeting of the 
council, providing the person applying shall submit with his application 
for reinstatement the amount of dues and assessments, subscriptions, etc., 
not in any case to exceed $25.00, which would have been payable by him 
if he had continued in membership from the time of resignation to the 
date of application for reinstatement. No person shall be considered to 
have resigned while in good standing if at the time of his resignation he 
was in debt to the institute for dues or other obligation.” 

The report of the committee on administration of endowment was read 
and accepted. 

The report of the special committee on collections was read, and, after 
some amendment in regard to the contribution from Massachusetts, was 
accepted. 

It was resolved that an effort should be made to bring the amount of 
subscriptions up to $150,000. Upon call for subscriptions an amount of 
$5,590.00 was subscribed. 

The meeting adjourned. 


The meeting was called to order at 9:10 P. M. 

A paper entitled The Accountants’ Bit in the American Expeditionary 
Forces, by C. B. Holloway, was read. 

A paper entitled Accountants and the Food Administration, by Her- 
bert G. Stockwell, was read. 
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Page Lawrence of Colorado gave an extemporary review of the work 
of the auditors connected with cantonment construction. 

His remarks were followed by a general discussion. 

The meeting adjourned. 


The second day’s session was called to order at 10:45 A. M., Wednes- 
day, September 18th. 

Invitations to hold the 1919 annual meeting in their cities were received 
from commercial bodies in Springfield, Mass., Philadelphia, San Francisco, 
Columbus, Buffalo, St. Louis, Cleveland, Cincinnati and Syracuse. After 
discussion it was unanimously resolved that the meeting of 1919 should be 
held in Cincinnati, Ohio. 

A motion calling for the appointment of a special committee on stand- 
ardization of accounting procedure, consisting of five members, was 
adopted. 

A paper entitled An Examiner's Impressions, by John P. Archer, 
was read. 

The meeting adjourned. 


The meeting convened at 2:30 P. M. 

A paper entitled Accounting for Cantonment Construction, by William 
H. West, was read. 

The secretary read a letter from H. Ivor Thomas of California, explain- 
ing that it was impossible to attend the meeting, and tendering his resig- 
nation as a member of the council. 

His resignation was accepted with regret. 

Upon report by the committee on collections that the labors of the 
committee were at an end, the committee was discharged. 

The report of the committee on nominations was read. 

The following officers and members of council were elected: 


President: Waldron H. Rand. 
Vice-presidents: Charles S. Ludlam and E. G. Shorrock. 
Treasurer: Adam A. Ross. 


Council for five years: 
Harvey S. Chase, 
Page Lawrence, 
J. D. M. Crockett, 
Ernest Reckitt, 
W. Sanders Davies, 
W. A. Smith, 
Edward L. Suffern. 


Council for three years: 
Walter Mucklow, 
F. F. White. 


Council for two years: 
A. M. Smith, 
Frederic A. Tilton. 
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Auditors: 
Charles Hecht, 
Henry C. Magee. 


A unanimous vote of thanks was extended to the retiring president, 
W. Sanders Davies, for his two years of service. 

A vote of thanks to the committee on meetings was unanimously <arried. 

A telegram of goodwill and greeting was received from the Dominion 
Association of Chartered Accountants in convention at Montreal. 

The president and secretary were directed to reply on behalf of the 
American Institute of Accountants. 

Upon motion it was resolved that an expression of appreciation of the 
services rendered by J. E. Sterrett to the profession and nation should be 
recorded and conveyed to Mr. Sterrett. 

The meeting adjourned. 








American Institute of Accountants 


Council 
Meeting of September 16, 1918. 


The regular annual meeting of the council of the American Institute 
of Accountants was called to order at 10 A. M., Monday, September 16, 
1918, at the Marlborough-Blenheim hotel, Atlantic City, New Jersey. 

Minutes of the preceding meeting as printed were approved. 

The record of mail ballot No. 7 was read and approved as part of the 
minutes. 

Upon motion it was resolved that the council adjourn and convene as 
a trial board. 

The complaint of the committee on professional ethics against Albert 
Star Moore, a member of the institute, was considered. The complaint 
alleged that Albert Star Moore had conducted himself in a way discredit- 
able to a public accountant in that he obtained his membership in the 
American Institute of Accountants through fraud, as follows: 

That said Moore became a member of said institute by virtue of his 
membership on September 19, 1916, in the American Association of Public 
Accountants; that said Moore obtained his membership in the American 
Association of Public Accountants by virtue of his membership in the 
New York State Society of Certified Public Accountants and the posses- 
sion of a certified public accountant degree of the state of New York; 
and that said Moore obtained his membership in the New York State 
Society of Certified Public Accountants and said certified public accountant 
degree of the state of New York by fraudulently concealing, when he 
applied for said degree, that he had been convicted of a felony and had 
served a sentence therefor. 

The defendant did not appear, but was represented by counsel. 

After consideration of the evidence it was unanimously resolved that 
Albert Star Moore be expelled from the institute. 

A complaint by a member against two members practising as a firm 
alleged that said two members had made attempts to get into communica- 
tion with employees of the complainant’s organization with the idea of 
inducing such employees to enter the employ of the defendant firm, and 
that such conduct was unprofessional. 

After hearing of evidence the attitude of the defendant firm with 
respect to the employment of accountants already in the employ of other 
members of the American Institute of Accountants, or with respect to 
attempts to influence such employees to change their employment without 
the knowledge of their employers, was found to be improper and to merit 
an admonishment against a repetition of the conduct under consideration. 

It was resolved that the names of the parties concerned in this case 
should not be published. 

The meeting adjourned. 
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The trial board reconvened at 2:30 P. M. 

The board considered complaint made by a former pupil of a member 
of the institute against said member to the effect that a course of instruc- 
tion conducted by said member was not conducted in good faith, and also 
a complaint of the committee on professional ethics that said member had 
conducted himself in a way discreditable to a public accountant by solicit- 
ing business from clients of other members. 

After the hearing of testimony and evidence it was resolved that the 
case be dismissed. 

It was further resolved that the member against whom the complaint 
had been made should be directed to confer with the committee on pro- 
fessional ethics before putting into effect any proposed methods of solici- 
tation. 

The board considered charges brought by two members of the insti- 
tute against four members of the institute practising as a firm. 

The complaint alleged that the firm with which the defendants were 
associated had certified to a balance-sheet in which items of approxi- 
mately $230,000 due from associated companies, and $150,000 due from 
officers and employees had not been separately shown, but had been 
included under a general heading, “Accounts and notes receivable.” The 
total including the above items was slightly in excess of $1,000,000. 

It was alleged that the defendants’ firm had prepared a more or less 
detailed audit report and a condensed balance-sheet, both of which were 
signed and delivered to the client. Even the detailed report, it was alleged, 
failed in several instances accurately to state the transactions with the 
associated companies as separate and distinct from regular trade debtors 
and creditors, and the condensed certified balance-sheet, which was used 
with the banks from which the company was borrowing, included in total 
with the trade accounts receivable and payable the balance of accounts 
receivable and payable with the associated companies and officers and 
employees. It was alleged that no explanation had been given that the 
amounts as shown were due from or to other than regular trade debtors 
and creditors. It was alleged that the balance-sheet actually did deceive 
the banks with which it was used, and that the complaint was brought at 
the suggestion of the bankers. 

In addition it was alleged that the inventories were shown at market 
instead of at cost, and raw materials, work in process and finished stock 
were shown in one total as “merchandise.” 

It was further alleged that the reserve which was shown on the com- 
pany’s books to reduce the inventory from market to cost was included 
on the liability side of the balance-sheet with other general reserves in 
such a way that the bankers considered it similar to a general reserve out 
of surplus, and therefore considered the merchandise as stated on the asset 
side of the balance-sheet to be at cost. 

It was alleged that the item which appeared on the balance-sheet as 
“investments” consisted chiefly of stocks representing ownership of sub- 
sidiary companies, except about 20 per cent. of the total, which consisted 
of treasury stock. 
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The balance-sheet produced in evidence was acknowledged by the 
defendants, who argued that there had been no misrepresentation and 
no intent to deceive, and that the question of arrangement of the balance- 
sheet was more a matter of technique than of principle. 

After consideration of the evidence it was resolved that the member 
who had actually signed the balance-sheet in question should be suspended 
for six months from date, and that the other three members of the firm 
against whom complaint had been made should be suspended for three 
months from date. 

It was resolved that the board record its appreciation of the way in 
which this case was presented by the complainants in regard to the 
withholding of the name of the client, and that the board also express its 
disapproval of the introduction of the client’s name by the defendants. 

It was resolved that the names of persons concerned in this case should 
not be published. 

The meeting adjourned. 


The trial board reconvened at 8:30 P. M. 

It was resolved that the trial board adjourn and that the council recon- 
vene. 

Reports of officers and committees were read and accepted. 

The meeting adjourned. ; 


Meeting of September 19, 1918. 


The regular meeting of the council of the American Institute of 
Accountants was called to order at 10:15 A. M., Thursday, September 19, 
1918, at the Marlborough-Blenheim hotel, Atlantic City, New Jersey. 

A. P. Richardson was re-elected secretary of thé institute. 

The following were elected to the executive committee: H. S. Corwin, 
W. Sanders Davies, J. E. Masters, John B. Niven, E. W. Sells. 

The following committee on professional ethics was elected: Carl 
H. Nau, chairman; J. D. M. Crockett, J. Porter Joplin, T. Edward Ross, 
Charles H. Tuttle. 

Vacancies on the board of examiners were filled by the election of the 
following members: 

For the term of three years: W. P. Hilton, B. D. Kribben, John B. 
Niven. 

At the suggestion of certain members of the board of examiners it was 
resolved that the council recommend to the board of examiners that ques- 
tions in actuarial science should not be compulsory at examinations. This 
was urged in view of the fact that certain state boards which had used 
the institute’s questions had taken exception to making actuarial problems 
compulsory. 

It was resolved that the recommendation of the committee on profes- 
sional ethics that a new rule be added to the rules of conduct should be 
approved. 
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The following rule was approved: 


“In the event that a member shall be requested so to do by the com- 
mittee on ethical publicity, he shall thereafter for a period of two years 
submit all proposed circulars or other instruments of publicity to it, and he 
shall not issue or permit the firm or organization with which he is identified 
to issue any circular or any other instrument of publicity without first 
forwarding a copy thereof to the committee on ethical publicity. 


The meeting adjourned. 
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Income Tax Department 
Epitep By JoHNn B. Niven, C.P.A. 


The 1918 revenue bill, which is to contain the new income tax, excess 
profits tax and war profits tax laws, is now, as drawn by the ways and 
means committee of the house, before congress, but a discussion of its 
terms in these pages would be idle and even confusing without the text of 
an enacted statute to deal with, because of the liability to radical changes at 
the eleventh hour,—of which we have a precedent in the 1917 law. 

The only general rulings bearing on income taxes published since last 
month are two in number. The first, T. D. 2754, amplifies the regulations 
regarding allowances for depreciation. According to the regulations 
(regulations 33, article 159 and elsewhere) depreciation should be esti- 
mated on the cost of physical property; but the new ruling provides that, 
for property acquired prior to March 1, 1913, the fair market price or 
value at that date is to be regarded as the equivalent of cost; but this 
value will, in default of proof to the contrary, be the original cost reduced 
by depreciation to March 1, 1913. 

A recent letter from the commissioner has been made public that is of 
interest to war plants or others working in two shifts or -continuously. 
Where machinery and equipment are thus operated more than a normal 
number of hours, a greater rate of depreciation than normal is justified 
and will be recognized by the department if the circumstances are first 
presented to the commissioner and a decision obtained as to the rate or 
rates applicable in individual cases. 

The second of the treasury decisions published, T. D. 2755, provides 
that only active depositaries of public moneys and surety companies recog- 
nized by the treasury department are acceptable as custodians of or security 
for replacement funds for property requisitioned for war use or lost or 
destroyed through war hazards—the accounting for the proceeds of which 
as income is deferred under previous rulings of the department—see T. D. 
2706 in the June issue, and also 2733 in the August issue. 


TREASURY DECISIONS 
(T. D. 2754, August 23, 1918) 
Income Tax 
Basis of allowances for depreciation 


Section 12(a) of the act of September 8, 1916, as amended, to which 
section 5(a) is similar, provides that net income shall be ascertained by 
deducting from gross income, among other things: 

Second. All losses actually sustained and charged off within the year 
and not compensated by insurance or otherwise, including a reasonable 
allowance for the exhaustion, wear and tear of property arising out of its 
use or employment in the business or trade. 

A reasonable allowance for the wear and tear of property arising out 
of its use or employment in the business or trade is to be based on the 
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cost of such property or on its fair market price or value as of March 1, 
1913, if acquired prior thereto. In the absence of proof to the contrary, 
it will be assumed that such value as of March 1, 1913, is the cost of the 
property, less depreciation up to that date. 

This decision is supplemental to articles 159 to 169 inclusive, of regu- 
lations No. 33 (revised), which to any necessary extent are modified 
accordingly. 


(T. D. 2755, August 26, 1918) 
Income and excess profits taxes 


Depositaries and sureties acceptable under T. D. 2706 of April 25, 1918, 
and T. D. 2733 of June 17, 1918 


To facilitate compliance with the provisions of T. D. 2706 of April 25, 
1918, which permits the establishment of a replacement fund in the case 
of property requisitioned for war uses or lost or destroyed in whole or 
in part through war hazards, applicants are notified that only active 
depositaries of public moneys and surety companies holding certificates of 
authority from the secretary of the treasury as acceptable sureties on 
federal bonds will be approved as sureties or depositaries under schedules 
B and C of form 1114, prescribed by T. D. 2733 of June 17, 1918. 
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EpiItep By SEYMouR WALTON, C.P.A. 
(Assistep BY H. A. Finney, C.P.A.) 


INSTITUTE EXAMINATION, MAY, 1918 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in May, 1918, the reader is cautioned against accepting the 
solutions as official. They have not been seen by the examiners—still less 
endorsed by them. 


ACCOUNTING THEORY AND PRACTICE 
Part II ; 

Problem 1 

Smith, Hill and Davis form a partnership under an agreement that 
Smith is to have a salary of $200.00, Hill $150.00, and Davis $100.00 a 
month respectively. The profits are to be divided in proportion to the 
amount of business secured by each partner. The partners are to be 
individually responsible for any direct losses arising from their own 
business. 

They are in business nine months, at the end of which time their 
books state as follows: 


Smith’s sales $5,310.00 
Hill’s sales 3,100.00 
Davis’ sales 3,200.00 
Net profits 2,468.50 


They then decide to rescind the salary agreement, treating any salary 
drawn as an advance, but otherwise to divide the profits according to the 
original arrangement. 

You find errors during the nine months’ period, namely: 


Office furniture, charged to operation $65.00 
Funds lent by Davis, credited to his salary account 400.00 
and open items not entered on the books as follows: 
Smith’s salary (ninth month) $200.00 
Hill’s salary (ninth month) 150.00 
Advertising 27.50 
Clerk hire 130.00 
Telephone 6.00 
Rent 50.00 
Stationery 15.00 
Accounts receivable, Smith’s business, uncollectible 210.00 


and that the sales represent a gross profit of 100% over cost of 
merchandise. 

State the journal entries necessary to readjust the accounts; and pre- 
pare a corrected profit and loss account and a statement of the distribu- 
tion of the profits. 
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Solution, problem 1 

The salaries paid to the partners should have been charged, according 
to the original agreement, to profit and loss as an expense of the business. 
That they have not been so charged in arriving at the net profit of 
$2,468.50 is indicated by the following analysis: 

Total sales, $11,610. As the problem states that the sales represent a 
gross profit of 100% over cost, 


The gross profit must have been $5,805.00 


If the salaries had been charged to profit and loss, the salary deduc- 
tions from the $5,805 would have been 





Salary for Smith—eight months 1,600.00 

Salary for Hill—eight months 1,200.00 

Salary for Davis—nine months 900.00 3,700.00 
Net profit 2,105.00 


As this profit is less than the $2,468.50 shown by the books, and as no 
expenses of operation have been deducted, it must be assumed that the 
salaries have not been charged to profit and loss, and that the profit of 
$2,468.50 was the result of the following: 


Gross profit on sales 5,805.00 
Deduct: 

Expenses of operation 3,271.50 

Furniture charged to operation 65.00 3,336.50 





2,468.50 


This analysis determines the expenses of operation, which are not 
stated by the problem. As a conclusion of the foregoing reasoning, the 
salary accounts, which are now to be considered as drawing accounts, are 
believed to be open, so that no entry is necessary crediting profit and loss 
and charging drawings. Moreover, the fact that Davis’ salary for the 
ninth month has been put on the books, while the other partners’ salaries 
have not been, indicates that the entries were made when the salaries 
were drawn. Hence the salary accounts can be considered drawings actu- 
ally made; and since Smith and Hill have made no drawings during the 
ninth month, no entry in respect to these items need be made. If the 
salary agreement still obtained, adjustments would have to be made. 


Now that their nature has changed to drawings, adjustments are unneces- 
sary. 
The following journal entries should be made: 


Office furniture 65.00 
Expenses of operation 65.00 
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To reverse the improper charge to operations. 


Profit and loss 3,271.50 
Expenses of operation 3,271.50 


To close out operating expenses. 


Profit and loss 228.50 
Accrued accounts payable 228.50 


To show the expense and liability for the following: 


Advertising 27.50 
Clerk hire 130.00 
Telephone 6.00 
Rent 50.00 
Stationery 15.00 

228.50 

Davis’ salary account 400.00 
Davis’ special loan account 400.00 


To record properly Davis’ loan. 


It will be necessary to recast the profit and loss account because a 
correction must be made in Smith’s sales. These entries should be made: 


Smith sales 210.00 
Accounts receivable 210.00 
To charge back to Smith sales his uncollectible sales, as agreed. 
Smith drawing account 105.00 
Cost of merchandise 105.00 
To charge back to Smith the actual loss on goods sold but not 
paid for. 


Bearing in mind that the books before correction showed total sales 
of $11,619.00 and cost of merchandise (purchase account), $5,805.00, fol- 
lowed by $3,336.50, expense of operation, the adjusted accounts will show 


Profit AND Loss AccouNT 
For nine months ending (date) 


Cost of mer- Sales 11,610.00 

chandise 5,805.00 Less 210.00 11,400.00 
Less 105.00 5,700.00 —_———. 
Gross profit on sales 5,700.00 


11,400.00 11,400.00 
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Operating ex- Gross profit on sales 5,700.00 
pense 3,336.50 
Less 65.00 3,271.50 
Advertising 27.50 
Clerk hire 130.00 
Telephone 6.00 
Rent 50.00 
Stationery 15.00 


Net profit for distribution 2,200.00 
5,700.00 5,700.00 
In distributing the profits, the $210 is deducted from Smith’s sales 


because of the fact that the profit on this sale is eliminated from the 
total profits for distribution. The ratio and the distribution are as follows: 


Partner Sales—ratio of distribution Profit 
Smith 5,100 984.21 
Hill 3,100 598.25 
Davis 3,200 617.54 

11,400 2,200.00 


It is found that all partners have overdrawn their profits, as follows: 




















Smith Hill Davis Total 
Drawings 1,600.00 1,200.00 900.00 3,700.00 
Profits 984.21 598.25 617.54 2,200.00 
Drawings in excess of profits 615.79 601.75 282.46 1,500.00 
Problem 2 
The A company buys on January Ist 95% of the stock of the B 
company. 
The balance-sheet of the latter company on that date is as follows: 
Assets ; Liabilities 
Property account $500,000 Capital $1,000,000 
Current assets 850,000 Surplus 100, 
Current liabilities 250,000 


$1,350,000 $1,350,000 


The A company pays par for 90 per cent. of the stock and 120 for 5 


per cent. of it. ; ; 
During the next six months a doubtful claim of the B company, which 


prior to January Ist had been written off, turns out to be good and $5,000 
cash is realized on it. 
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At the end of the first six months B company has made $100,000 net 
profit from operations, and a dividend of $200,000 is paid. 

In making up a consolidated balance-sheet of A company and its sub- 
sidiary at January Ist (date of purchase), state, giving briefly your rea- 
sons, how you would treat: 


(a) A company’s interest in the B company 


and at July Ist 

(b) The doubtful claim recovered 

(c) The dividend paid 

(d) The interest of outside B stockholders in B company. 


Solution, problem 2 
The A company, in purchasing 95% of the stock of the B company 


acquired 


95% of the capital stock $950,000 

and 95% of the surplus 95,000 

Total $1,045,000 
for which it paid: ’ 

90% of $1,000,000 at par 900,000 

and 5% of $1,000,000 at 120 60,000 960,000 





Excess of interest acquired over cost 85,000 


Assuming that all of the assets of the B company were properly valued, 
the A company would be justified in placing this investment on its books 
at $1,045,000 with a credit to cash of $960,000 and a credit to surplus of 
$85,000. This is because the assets parted with by A are less in value 
than the stock acquired. In case of any doubt as to the valuation of B’s 
assets, the $85,000 should preferably be credited to a special reserve. 

Or the investment in B company could be carried on A’s books at 
cost, $960,000. In any event the investment account would be eliminated 
in preparing a consolidated balance-sheet at either January 1 or July 1. 
In its place B’s assets and liabilities would be taken up on the balance- 
sheet. There would be included in the surplus in the consolidated balance- 
sheet at January 1, the $85,000 excess of book value of B assets over 
purchase price. 

If the investment was put on A’s books at $1,045,000 with a credit of 
$85,000 to surplus, the collection of the $5,000 doubtful claim would require 
an entry on A’s books debiting the B investment account with 95% 
thereof, or $4,750, and crediting surplus, in order to raise the investment 
account to book value. This recovery would increase the surplus of the 
consolidation $5,000, of which $4,750 would belong to the holding com- 
pany and $250 to the minority. If the investment was put on A’s books 
at cost, $960,000, A would make no entry for the collection of the account, 
as it would not be following the policy of keeping its investment account 
at the book value of the stock. 
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The $5,000 recovery is credited to surplus because B’s balance-sheet 
does not show any reserve for doubtful accounts, thus indicating that 
when the account was charged off the debit was made against profits. If 
the charge was originally made against a reserve the credit for the recovery 
might be made to the reserve on B’s books. In this case A would not 
make any adjusting entry. Since B’s books would not show any increase 
in net worth, A would not increase the book value of its investment. 
This absence of reserves on B’s books may indicate an overvaluation of 
B’s assets and furnish an argument for crediting the $85,000 excess to 
special surplus or reserve on A’s books rather than to surplus. 

The dividend paid would not be treated in the consolidated balance- 
sheet at July 1, as it would already have affected the accounts from which 
the balance-sheet is prepared. If A follows the policy of keeping its 
investment account at book value it would, at the time of ascertaining 
B’s profits, charge its investment and credit earnings with $95,000. When 
the dividend was paid it would credit the investment account $190,000 to 
show the reduction of its proportion of the assets remaining with B. The 
payment of the dividend would exhaust the surplus of B, with the excep- 
tion of the $5,000 collection possibly credited to surplus; hence the only 
surplus, in addition to A’s, appearing in the consolidated balance-sheet at 
July 1 would be the contingent surplus of $85,000 arising from the stock 
purchase. 

The interest of outside B stockholders would be shown on the liability 
side under the caption of minority interest. It would be 5% of the 
$1,000,000 capital stock, plus 5% of the $5,000 collection if that had been 
passed to the credit of B’s surplus. 


That is, A’s investment in B would show 954,750.00 
and minority stockholders would own 50,250.00 
of the net worth of B, which is 1,005,000.00 


Problem 3 


In auditing the books of a corporation you find that, in order to provide 
a sum to redeem a mortgage of $100,000 falling due at the end of 10 
years, a reserve of $8,000 per annum has been set aside annually for 
three years, but that, contrary to intention, the company has failed to 
accumulate interest thereon. Assuming interest at 4 per cent. (convert- 
ible annually), what should have been the total accumulations to date, and 
what amount should now be set aside annually for the next seven years 
in order to complete the sinking fund? (1.04)7?—=1.31593. 


Solution, problem 3 

The statement that “a reserve of $8,000 per annum has been set aside 
annually for three years” cannot properly be considered to mean more 
than that a mere book entry has been made crediting the reserve and 
charging surplus. A reserve must not be confused with a fund; hence 
it must be assumed that no cash has been set aside. 

If there had been $8,000 set aside in cash at the end of each year for 
three years at 4%, the total accumulations at the end of the third year 
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would be determined by using the formula for finding the amount of an 
annuity. 

A=I—~i 
where A represents the amount of an annuity of $1; I, the compound 
interest on $1; and i, the interest rate. 


Now 1.043 = 1.124864 
hence I = .124864 
Then 8,000 A = 8,000 (.124864 — .04) 
= 8,000 x 3.1216 
= 24,972.80 


But the problem asks for the total accumulations “to date,” and there 
is some uncertainty as to the date of the auditor’s discovery of the failure 
to accumulate interest. If the date is the end of the third year, the 
accumulations would have been $24,972.80. But if the discovery of the 
failure to make fund deposits had been made at the end of the third 
year it would seem that the correction would also have been made at 
that time, the first of eight deposits being made at the end of the third 
year. Since only seven annual deposits are to be made, “to date’ may 
mean at the end of the fourth year, after three credits had been made 
to the reserve and at the time when the fourth is about to be made. 

In this case the three instalments accumulated would have amounted, 
if invested in a fund, to 


$24,972.80 x 1.04 = $25,971.71 


The next problem is to determine what sum must be set aside annu- 
ally for seven years to produce $100,000. 

Since 1.047 = 1.31593, an annual contribution of $1 would produce the 
amount of an annuity of $1, the formula for which is I ~ i, or in this 
case, $.31593 ~ .04, which is $7.89825. 

If contributions of $1 will produce $7.89825, it will require $100,000 
+ 7.89825, or $12,661.03 annually to produce $100,000 at the end of 
seven years. 

The problem may mean that the company is to make a deposit of the 
$25,971.71 which should have accumulated at the end of the fourth year. 
On this assumption, the seven remaining deposits would be for equal 
amounts computed as follows: 


Total fund required 100,000.00 
Fund to date 25,971.71 
Interest to be earned thereon 6,890.74 
Total to which present fund will amount 
(24,972.80 x 1.31593) 32,862.45 
Amount to be provided by seven instalments 67,137.55 


$67,137.55 — 7.89825 (see above) = $8,500.31 
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If the problem means that $8,000 per annum has already been set aside 
(a supposition which cannot properly be read into the word “reserve”) but 
that no interest has been accumulated, the computation of the amount of 
the remaining seven contributions would be as follows: 


Total fund required $100,000.00 
Sum to which $24,000 now on hand will amount 
in seven years: 
$24,000 x 1.31593 31,582.32 


Remainder to be provided by seven instalments 68,417.68 


It has already been determined that annual contributions of $1 for 
seven years will produce $7.89825. To produce $68,417.68, the annual 
contribution required will be $68,417.68 — 7.89825, or $8,662.38. 


Problem 4 


Describe the following and state some of the respective advantages 
and disadvantages of each: 


(a) Voucher system, 
(b) Loose-leaf system, 
(c) Cash journal. 


Solution, problem 4 
(a) The voucher system is a method of accounting for expenditures 
which involves two features: 


1. A formal voucher detailing the items for which the expenditure 
was made, and usually the distribution of charges to be made in recording 
the expenditure. The term expenditure is here employed in its broader 
meaning of an immediate payment or agreement to make payment. The 
voucher also carries the signatures of the parties clothed with authority 
to authorize disbursements. 


2. A voucher record provided with distributive debit columns for 
recording the charges arising from the expenditure, and an account pay- 
able column for recording the liability on unpaid vouchers. As the open 
items on the voucher record show the existing liabilities, this record 
serves in the place of a subsidiary accounts payable ledger. 

The chief advantages of the system are authorization of all disburse- 
ments, recording of all expenditures in one book, reduction of posting 
by transferring column totals instead of individual items to the ledger 
and the elimination of the subsidiary purchase ledger. 

The principal disadvantages arise from the routine of authorization which 
sometimes delays disbursements and from the complications which ensue 
when a voucher is liquidated by partial payments. Rebates applying to 
vouchers recorded on a page the totals of which have been posted cause 
some inconvenience; and habitual slowness in payment of accounts results 
in a large number of old open vouchers. 
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(b) The loose-leaf system is not a distinctive system of accounting, 
but is merely a binding device which permits the insertion and removal 
of sheets as desired. The advantages are flexibility in the organization of 
current records, and the withdrawal from the current books of inactive 
accounts. In books of original entry the device permits of many con- 
veniences such as including under one binder all records of original entry, 
of various classes, for a definite period, or dividing each book of original 
entry into as many sections as may be desirable in order to facilitate 
work by distributing it among various clerks. In the ledger the grouping 
of accounts in a desired sequence, either alphabetically or in accordance 
with their nature, is made more easy than with a bound book. Inactive 
accounts may be withdrawn and kept in a transfer binder. All sheets 
containing portions of the same account may be kept together, thus 
avoiding the annoyance of referring to different places in the book. 

The chief disadvantages are the dangers of loss of any sheets removed 
temporarily from a binder and of falsification of records by substitution 
of sheets. 

(c) The cash-journal is a book of original entry in which cash and 
non-cash entries are recorded. On the debit side are columns for cash 
receipts and for the accounts most frequently debited, as well as a sundry 
column. The credit side is similarly organized. The use of these columns 
effects a reduction of posting, since, with the exception of entries in the 
sundry columns, all items can be posted by periodical column totals. Some 
inexperienced bookkeepers keeping small sets of books find the cash- 
journal an aid in maintaining the equality of debits and credits, since the 
sum of the totals of all debit columns on each debit page must equal 
the sum of the totals on the corresponding credit page. Novices are 
frequently confused, however, by finding non-cash entries in what they 
suppose to be a cashbook. The long explanations frequently required for 
journal entries cause an extravagant use of space since the number of 
columns usually makes the book a very wide one. Errors frequently 
occur by placing an amount in a wrong column, and such errors are 
difficult to discover. As a general rule, special non-cash columns in a 
cashbook invite fraud, as it is easy to put an item in a non-cash column 
when it should have been entered in a cash column, or vice versa; and 
it is much more difficult to locate such intentional or accidental misuses 
of columns in a cash-journal than in a cashbook where all entries carry 
either a debit or a credit to cash. 


Problem 5 

Name two methods of distributing the overhead or indirect expense 
of a factory so as equitably to transfer such expense to the cost of the 
different articles manufactured. What advantage has either method over 
the other? 


Solution, problem 5 

Probably the most commonly used method of distributing manufac- 
turing overhead expense is the direct labor cost method. The rate per 
cent. of expense to direct labor is ascertained and each job is charged 
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with a percentage of expense determined by multiplying the labor cost 
of the job by the burden rate. The principal advantage of this method 
is its convenience and simplicity and, where all of the products of a shop 
are of a similar nature so that the benefits accruing to them from the 
functions of production included in burden cost are proportionate to 
labor cost, the results are equitable. But when the products differ in the 
service they require from large and small, expensive and inexpensive 
machines, from power and from skilled and unskilled labor, etc., the 
ratio of expenses to product bears no scientific relation to the ratio of 
labor. 

The machine-hour plan lacks the advantage of simplicity as it requires a 
very careful and exact allocation of all overhead expenses to each machine. 
But having once ascertained a machine hour rate which includes an 
equitable proportion of all overhead involved in the operation of each 
machine, it is possible scientifically to distribute the manufacturing expense 
by charging it, at hourly rates, to the product benefited by the use of the 
machines with varying overhead operating costs. 


Problem 6 


Should a manufacturing concern invoice its goods sent to a branch 
house (1) at selling price or (2) at the prevailing wholesale price of 
the same or similar goods obtainable in open market or (3) at cost? State 
the reasons fully. 


Solution, problem 6 


The fact that goods have been sent to a branch does not alter their 
status as inventories subject to the rule of valuation at cost or market, 
whichever is lower. The shipment of goods to a branch is not a sale 
and, while there is no objection to the factory’s billing the goods at 
selling price and putting the shipment through its memorandum or con- 
signment accounts at selling price if it does not wish to acquaint the 
branch with costs, the goods should not be inventoried at selling price, as 
the result would be the taking up of all prospective profit in the period 
in which the shipment was made, leaving subsequent periods to bear the 
selling expenses. 

If by wholesale price is meant a price which ordinarily includes a profit 
made by sale from manufacturer to wholesaler, this figure should not be 
used because of its anticipation of profit as explained above. If this is 
the market price which the branch is obliged to meet in competition for 
business, it should be used only in case it is smaller than the cost to 
manufacture, in which case conservatism urges the immediate provision 
for the loss arising from the variation in the market price. In no case 
should a market price be used if it exceeds the cost. 

Cost is the price usually employed in valuation of inventories, but 
this is subject to the provision that market is not lower than cost. Some 
accountants maintain that if a decline in the price at which the branch 
could acquire similar goods on the market is not reasonably certain to 
cause a decrease in the branch’s selling price, cost can still be used, as 
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it is not imperative to take up a market loss which is not likely to be 
realized when a sale is eventually made. 

The customs of particular trades, such as the packing industry, seem 
to sanction valuation at market prices. This is undoubtedly because the 
fluctuations in the cost of raw materials cause such variations in the cost 
of production that it is impossible accurately to determine the cost of 
product on hand. 


Problem 7 


(a) What books of record are necessary, in addition to the books of 
account, for a corporation existing under the laws of your state? : 
(b) Of what value would such records be for the purposes of an audit? 


Solution, problem 7 

Because of the difference in statutory requirements it is obviously 
impossible to give to this question an answer of general application. The 
books frequently required by law are the stock-ledger, the transfer- 
journal and the minute-book. The varying requirements of the different 
states as to the detail which these books must contain cannot be discussed 
here. Desired information may be found in Conyngton’s Corporate 
Organization and Management. 

The stock-ledger should show the names and addresses of stock- 
holders of record, the amount of stock acquired by each, with date of 
acquisition and name of transferror, the amount of stock disposed of, 
with date of disposal and name of transferee, and the balance of stock 


owned. 
The transfer-book may be either a book of blank assignments to be 


filled out and signed by the owner of the stock or his agent or it may 
be a book with one line devoted to the record of each transfer, the trans- 
ferror or agent signing on this line. The value to the auditor of these 
two books arises from the evidence afforded that stock is not over-issued. 
The minute-book contains a transcript of the charter and by-laws of 
the corporation, as well as the record of the meetings of the stockholders 
and directors. It should never be overlooked by an auditor as it is a 
source of much information not otherwise easily obtainable. It evidences 
methods and plans of financing, authorization of bonuses and extraor- 
dinary expenditures, declaration of dividends which may be unrecorded 
in the books of account pending payments and a variety of contingent 
liabilities. As illustration of such liabilities, the following are mentioned: 
pending litigations, cumulative preferred dividends in arrears, contracts 
for future delivery of goods or for plant construction and conditional 
agreements for purchase or sale of securities or other assets. The min- 
utes often disclose information which is of benefit in the valuation of 


assets. 


Problem 8 
What general principles should be observed in differentiating between 
capital and revenue expenditures? 
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Solution, problem 8 

The general principle to be followed is that expenditures must not be 
capitalized unless they add to the fixed asset some value which it did not 
formerly possess and which was not already included in the valuation of 
the asset in the accounts. The application of this principle is by no 
means a simple task, as expenditures are frequently on the border line 
between capital and revenue, and items which in some circumstances 
would be classed as revenue charges are in other cases properly capital- 
ized. For instance, during the development or construction period expen- 
ditures such as insurance may be capitalized on the theory that such costs 
are a necessary element of bringing the property to a proper condition 
for occupancy and operation. 

While expenditures are generally capitalized during the construction 
period, a more rigid distinction prevails after operations begin. Ordinary 
repairs are chargeable to revenue; extraordinary repairs are chargeable 
to the reserve for depreciation if this reserve has been set up with 
sufficient credits to provide for such repairs as well as for eventual loss 
of the asset; replacements are capitalized, the replaced asset being 
charged to the reserve, unless the replacement is of so minor a nature 
as to be practically an ordinary repair; betterments are capitalized, at 
least such a portion thereof as constitutes an increase in value; and addi- 
tions of new assets are clearly charged to capital. 

A difficulty arises in connection with items which add no intrinsic 
value to the asset but are expected to increase production. An example 
of this would be the expense of moving machinery in a factory to improve 
the routing. If new machinery is added to the equipment, the installation 
cost is properly chargeable to the machinery account under the general 
rule that expenditures involved in bringing an asset to a condition for 
operation are capital items. But moving expenses add no value to the 
assets, as the accounts presumably include the original installation cost; 
but since the future is to benefit by the expenditure a compromise between 
capital and revenue is allowable, and the item may be treated as a deferred 


charge. 


Problem 9 


Give illustrations of “diminishing” or “wasting” assets. How should 
they be treated? 


Solution, problem 9 

Two general classes of wasting assets may be illustrated: those which 
diminish proportionately to the lapse of time, such as patents and lease- 
hold premiums, and those which diminish proportionately to their con- 
sumption as an element of production, such as an ore body. 

A patent has a definite life and date of expiration, though its effective 
life may be shorter than its legal life by reason of supersession or other 
causes. Patents are charged with the original costs and with any expenses 
of maintaining their effectiveness, and the account is periodically written 
down by amounts determined by multiplying the balance of the account 
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by a fraction, the numerator of which is one and the denominator is the 
number of periods from the beginning of the present period until the 
expiration of the life of the patent. If there is danger of supersession 
or obsolescence, the patent may be written off by larger amounts to relieve 
the account of the asset before legal expiration. 

A leasehold premium is the commuted value of all or a portion of the 
rents which would otherwise have to be paid periodically. Therefore it 
is the present value of an annuity. The rate of commutation being estab- 
lished, the periodical rent which would be produced by the given present 
value can be ascertained. This rent is an equal periodical amount, but as 
each rental deduction decreases the remaining investment in the annuity 
the interest earned on the invested premium will decrease periodically. 
Hence the leasehold premium is written off by 


Debits to rent of equal amounts each period, 
Credits to interest of decreasing amounts, 
Credits to leasehold premium of increasing amounts. 


Ore bodies are written off by estimating the available capacity of the 
mine, and charging production and crediting a reserve for exhaustion of 
mine with such a proportion of the cost as the ore mined during the 
period bears to the estimated original capacity. Or the credits may be 
passed to the asset account; but since the reduction is an estimate it is 
preferable to establish a reserve. 

The provision of a fund for the replacement of wasting assets is a 
financial matter and not a question of accounting principle. Hence 
replacement funds need not be discussed here. 


OvuTSIDE INVESTMENTS 


Editor, Students’ Department: 

Str: Will you kindly give me your opinion on the following question: 
Should a corporation which has purchased securities at par plus accrued 
interest, show the total amount of the expenditure under the head of 
investments in securities, or should the accrued interest be set up as a 
separate item, and if so under what heading? In the event that the 
company later sells these securities at a premium, the transaction being 
a side issue from its regular line of business, should miscellaneous revenue 
account be credited with the amount of the premium, or is it a direct 
credit to profit and loss? 

Yours very truly, 
G. H. 

Independence, Kansas. 


Interest accrued on bonds purchased is not a part of the cost of the 
bonds, but is a temporary advance to be reimbursed from the current 
coupons when they become due. The entry, therefore, is a charge to 
investments at whatever is paid for the bonds themselves and to interest 
for the amount of the accrued interest paid. Accrued interest is a 
deferred account receivable and can be carried as an asset for whatever 
it amounts to when the books are closed. 
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If securities are sold for more than they cost by a corporation which 
does not make a business of dealing in securities, the profit should be 
credited direct to surplus. It is an accidental profit outside of regular 
operations and should not be credited to profit and loss, which should be 
confined to normal operations only. 


INTEREST ON INVESTMENTS 


Editor, Students’ Department: 

Sir: In regard to Liberty loan coupons, do you advise opening an 
account with “accrued interest on Liberty loan bonds” or a similar head- 
ing, or would it be more correct to run them into interest earned account 
or miscellaneous account? 

I have followed the plan of crediting interest earned only with accrued 
interest on notes or open accounts and dividends on bonds to miscel- 
laneous income. 

Yours very truly, 
N. S. K. 

Medina, Ohio. 


The only reason for keeping interest on Liberty loan bonds or any 
other securities separate from the interest received from customers on 
notes or open accounts is that the transactions with customers are all 
regular parts of the business, while interest on investments is not. 

I should not mix any interest in miscellaneous income. Any interest 
received from bonds or dividends from stock held as investments should 
be credited to income from investments. Of course, if you have only one 
kind of investment, you can limit the name of the account to that particu- 
lar security. 

You speak of the dividends on bonds. Bonds pay interest and not 
dividends. Stocks pay dividends and not interest. 


VALUATION OF ASSETS BOUGHT WITH TREASURY STOCK 


Editor, Students’ Department: 

Srr: The current discussion of consolidated balance-sheets in the 
Students’ Department of THE JouRNAL oF AccoUNTANCY has prompted the 
idea to submit the attached brief history of a certain corporation for any 
personal interest you may take in the matter. 

If my request is entirely consistent, I will appreciate your views regard- 
ing the best method of determining the price paid for control in the 
holding company. 

Very truly yours, 
A. F. F. 

Tulsa, Oklahoma. 


Summary 
Immediately after organization, a corporation takes over certain highly 
speculative properties, issuing therefor its entire capital stock. Subse- 
quently three-fourths of the stock issue was returned to treasury for 
the purpose of providing working capital. 
Much of this was underwritten at a very low figure and none sold 
at par. 
At the end of the first year, the books showed fair profits from opera- 
tion but dividends in excess of earnings had been distributed to stock- 
holders. 
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Early in the second year the properties had been developed sufficiently 
to indicate wonderful probabilities and the prospect was used commer- 
cially to such extent that market trading was active at figures greatly in 
excess of par. At this time, the corporation trades its balance of treasury 
stock holdings for control in a holding company whose balance-sheet 
indicated a book value of less than par. 


When you acquire any asset by trade or barter of some asset that you 
give for it, the price of the asset acquired must be the value of the asset 
relinquished. 

Therefore, when the corporation traded its treasury stock for control 
in a holding company, the cost of the latter was the amount for which 
the corporation could have sold its treasury stock. 

This holds good for any payment made with treasury stock. If the 
president of a mining company in process of development agrees to accept 
1,000 shares of treasury stock for his salary each month when that stock 
is selling at 15 cents a share, the proper charge to expense is $150.00. 
That is all the president gets, and that is all that the company really 
parts with in available value. 

I do not know why you say a “holding company.” The first corpora- 
tion, A, could not own control of a company B, that also would own 
control of A. If B is the holding company of a third company C, the 
fact that it is a holding company does not affect the question. 





T. W. Betak & Co. announce the formation of a partnership composed 
of T. W. Betak, F. B. Andrews and C. A. Joachim, under the firm name of 
Betak & Andrews, with offices at 7 South Dearborn street, Chicago. 





Louis W. Wilson announces the formation of a partnership consisting 
of Louis W. Wilson and K. W. Heye under the firm name of L. W. Wilson 
& Co., with offices at 419 Chamber of Commerce building, Rochester, 
New York. 





Hugh Dysart announces the removal of his office to the Fiske building, 
89 State street, Boston. 





Haskins & Sells announce the opening of an office in Boston on Sep- 
tember 1, 1918, in the India building, 84 State street, and the appointment 
of Ralph K. Hyde as manager. 





Jas. Jasper Smith announces that his son, Harlan Gregory Smith, has 
become associated with him in practice, under the firm name of J. J. & 
H. G. Smith. 
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